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Trend of Modern Accountancy*
By Ernest Reckitt

I believe it may be taken as axiomatic that no business can
meet with the highest measure of success unless those who are
responsible for its management not only at regular intervals of
time study the reports of their immediate past activities, but
take the necessary time to give careful thought to the trend of the
industry in which they are engaged, and from the sum of such
factors adjust their policies to future needs. What is true of the
individual concern is equally true of the group, and for this reason
it would seem that the topic chosen for discussion at this regional
meeting is especially timely, and that we owe a debt of gratitude
to Mr. McKinsey for so ably introducing the subject of The
Trend of Modern Accountancy in the April, 1925, number of
The Journal of Accountancy.
I have stated that this subject is a timely one—and I say so
advisedly—for we are entering upon an era in our professional
work which is bringing with it new difficulties and problems to
combat. The large volume of accountancy work due to the
enactment of the 1917 and 1918 income-tax laws is becoming a
thing of the past, while the problems associated with depreciation
and depletion, which have been equally effective in the later tax
laws as in the earlier, have been largely adjusted and standard
rates agreed upon by the government and the taxpayer.
As a result, the volume of the fees of many public accountants,
as also their profits, show decreases as compared with prior periods,
this condition in turn creating dangers which should receive our
special attention at this time if they are to be avoided. The
first danger I have in mind is that under stress some accountants
may be tempted to secure new clients by practices which would
not be in harmony with the rules of professional conduct of the
American Institute of Accountants. I am not, however, going to
* An address before a regional meeting of the American Institute of Accountants, Chicago,
Illinois, November 17, 1925.
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dwell upon this subject, but rather upon another danger which has
a more intimate relationship with the topic arranged for discussion
at this meeting. I refer to the danger that in order to make up
for the decrease in fees from income-tax investigations some
members of our profession may undertake work which neither
their education nor experience would enable them to conduct with
any personal guarantee of its accuracy, and which is therefore
outside the province of our activities as public accountants.
Mr. McKinsey touches briefly on this subject when he says:
“We are all familiar with the unknown accountant who over night has
blossomed out as a well known industrial engineer.”

Later in the same paragraph Mr. McKinsey very properly states:
“I think that we are all willing to admit that no one can be an expert
in all fields of business activity. The professional lives of all of us are too
short for us to become competent to advise our clients on all matters.”

In relation with the foregoing expression of opinion I propose
in the brief space of time allotted me to refer to a new—and I
consider a dangerous—trend in our professional work which
should receive our careful study. This particular trend is es
pecially insidious for the reason that some of the important
bankers of this country are attempting, largely through ignorance
of the conditions, to force this new activity upon members of our
profession. I refer to the growing demand on the part of some
bankers that public accountants guarantee the accuracy of the
quantities and valuations of the items listed in the inventories of
their clients, in the same manner that the accuracy of the cash
in banks or the receivables are certified.
Let us meet the issue squarely and ask ourselves whether or
not we would be attempting the impossible in trying to conform
with what such bankers now appear to demand. I am thoroughly
aware that this subject is a debatable one; that there are “pros
and cons,” and that there are many reputable firms of accountants
which, after making many tests of different kinds, will give an
unqualified certificate, including the valuation of inventories,
but without having any representative present at the stock
taking. I think we shall all have to plead guilty—if “guilty”
we be—of having done this very thing. But the bankers, as I
understand it, say that this is not enough. They want us to be
responsible for the actual physical count, and while of course not
going so far as to state that every man engaged in the count must
be an employee of the accounting firm, yet that the firm should
2
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have a sufficient number of its employees present at the stock
taking so that a very comprehensive test of the accuracy of the
physical count should be made, at least sufficient to enable the
auditor to believe he could accept the accuracy of the whole.
I am very strongly of the opinion that it is high time that the
bankers and public accountants meet and thrash over this whole
subject most fully and secure a “meeting of minds,” so that the
banker will understand our limitations and not expect us to be
supermen or mind-readers. A clear line of demarcation as to
where our responsibility begins and ends should be determined,
as also the character of our certificates to be given, depending
upon the responsibility undertaken. I wish to emphasize this
point, for I believe it is one of the most important matters now
confronting our profession.
We have two questions before us: First, can the auditor ever
give an unqualified certificate as to inventories? Second, can
the auditor undertake, at the time of stock-taking, a thorough
test of the accuracy of the quantities and the valuations of the
items contained in an inventory, including necessarily obsolete
or slow-moving parts and finished merchandise?
We will consider very briefly the first of these propositions.
My personal opinion in the light of past events is that every
certificate requires qualification with respect to the inventories.
I am of course aware, as stated before, that this is a debatable
question and in fact my good friend Mr. Robert Montgomery
(who certainly as a writer on accountancy matters stands as a
high authority), says on page 88 of his 1916 edition of Auditing
Theory and Practice:
“If these (instructions) are followed with care, the auditor need have
no hesitancy in certifying to the accuracy of the inventory item in the
balance-sheet.”

Now I concede that the instructions referred to are excellent,
and under ideal conditions most of the instructions can be carried
out, but how often do we find such conditions and how many of
our assistants possess the intuition and powers of mind-reading
required so that we can give unqualified certificates? In order
to make this point clear I quote a few extracts from these in
structions (the italics are mine):
“The physical condition and salability of the stock must also be con
sidered. . . . This is a most difficult fact for the auditor to determine,
but he must depend upon his own intuition and inquiries to determine
whether or not the stock is in good condition or merchantable.” . . .
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“If not certified to or initialed by the persons who took the stock, by
the persons who made the calculations and the footings, and by those
who fixed the prices, have this information supplied and see to it that the
persons who made the certificates or who supply the information are depend
able and take the matter seriously.”

I will not take up more time discussing this particular question,
except to state that in actual practice it is the exception rather
than the rule to find that the records are in such shape that we
can carry out all the instructions recommended and still give an
absolutely “clean bill of health.”
Mr. Montgomery himself says:
“Where a good cost system is not in force it is almost impossible for an
auditor to verify the goods-in-process section of the inventory to his
satisfaction.”

My belief is that there are so many possibilities of error or fraud
which the auditor may not and can not detect, that we should
recognize this condition and in all cases qualify our certificates
to the actual degree of our responsibility, and if, as I am inclined
to believe, this may not always be sufficient for the purposes of
the banker or investor, then the services of the industrial engineer
qualified in that particular industry should be called in and a
certificate secured from him.
This brings me to the second question: “Can the auditor
undertake in any way a thorough test, at the time of the stock
taking, of the accuracy of the quantities and valuations of the
items contained in an inventory, to the extent that he would
accept the accuracy of the whole?” This is the work that some
of our bankers would now ask us to perform.
Now, from the bankers’ point of view I grant it would be a
most convenient plan of operation, if it were humanly possible
to secure reliable data, if they were able to go to the Universal
Appraisal, Audit, Engineering and Legal Service Corporation
and engage its services for a complete investigation and report
upon a company whose bonds they hoped to market, and to
secure from such service corporation one certificate, covering
not only the same ground as do the certificates now usually
given by the public accountants, but covering also an appraisal
of all the company’s plants, a valuation of its patents, a state
ment that its plant and machinery were up to date and well
arranged, a legal opinion as to the title of its land and its market
value, a guarantee of the accuracy of the quantities contained
in the inventory, including a proper valuation of all obsolete
4
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materials, and an expressed opinion of the ability of the officers
of the company in its management.
As, however, we have not yet reached the millennium, and as
when the millennium arrives, certificates will no longer be re
quired, I do not think that the banker would care to be left to
the tender mercies of any such hypothetical concern as that
described. The banker goes to the lawyer for legal information,
to the appraiser for plant valuations and to the public accountant
for the financial statement. But the banker now appreciates
better than before that there is a hole in his armor, inasmuch
as inventory valuations in a number of instances have been
found inaccurate, especially when intentional padding has been
fraudulently resorted to, and he is apt to blame the public ac
countant. Perhaps we should be blamed and then again perhaps
the banker should be blamed for not taking to heart what many
of us have been telling him of our limitations. I think that
most intelligent bankers have realized, when they saw the un
qualified certificate of reputable firms of accountants, that in so far
as the inventory valuations were concerned no liability for error
would attach to the accountant provided he performed the methods
of attempted verification which the best practice heretofore made
incumbent upon a conscientious practitioner. The banker knew
that neither the auditor nor his representatives were present at the
stock-taking, and that except upon proof of negligence or lack of liv
ing up to standard practice, no liability could accrue to the auditor.
However that may be, the banker now desires to be more
thoroughly satisfied about the inventory valuations, and I think
we shall all agree that he is entitled to that satisfaction. But in
order to remedy this situation he asks members of our profession
to become absolutely responsible for the entire inventory. My
fear is that some firms of accountants may undertake this
responsibility, either in ignorance of their limitations or through
the desire for increased earnings.
It seems to me that the answer to this problem—and it is a
difficult problem—does not lie in the public accountant’s at
tempting to do something for which he has no qualifications.
With equal force, but for different reasons, an appraisal company
would be also unqualified to take and value inventories, except
perhaps in a very few cases where its officers had had the experi
ence required in the particular industry which was to be the
subject of investigation.
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However, I do not wish you to understand that I am opposed
to a public accountant supervising the taking of the inventory.
The only pity is that the business public does not use our services
in this regard to a greater extent. To organize and supervise the
methods adopted for taking the inventory is one thing, while the
work involved in the actual counting and valuations is a horse of
a very different color.
“But,” I hear some public accountant saying, “I have an
industrial engineer on my staff and he has under him a staff of
junior engineers to assist him, and furthermore we can also use
some of our junior accountants to assist in the testing of the
accuracy of the quantities counted by our clients’ own
employees.”
Gentlemen, this line of talk perhaps “listens fine” to an
outsider, but to those of us who have been in the accounting
profession for many years, does it sound practical as a general
proposition? You will note I say “as a general proposition”,
and I say it advisedly, for I am willing to grant there may be
some few instances where an accountant’s practice may be largely
made up of clients all engaged in the same industry and that
under such ideal conditions he might have a staff of engineers
having especial knowledge of the raw materials, goods in process
and finished goods used in that industry. Even such an ac
countant will have very difficult problems to solve, for unless he
succeeds in getting each of such clients to close the books at
regular intervals of time throughout the year instead of clos
ing at December 31st, as, unfortunately, is now the case, what
is he going to do with all these engineers during the balance of
the year? Naturally he would have to discharge them when
the rush season was over and engage a new staff for the next
year’s business; but it is hardly conceivable that they too would
be experienced in the materials handled by the particular industry
in question. But even assuming all of the conditions to be ideal,
we are still faced with the fact that the public accountant en
gaging the man in charge of the engineering department can have
little or no knowledge of his ability or the character of the service
rendered by such department. The old proverb, “The cobbler
should stick to his last” is as true today as when it was first
coined.
I have attempted to demonstrate that even under special and
ideal conditions there is much to be said against the practice of
6

Trend of Modern Accountancy

public accountants holding themselves out as competent to take
inventories and to certify to the accuracy of the quantities; but if
this practice were to be adopted by any accountants it is quite
clear that only very large firms could organize an industrial
department. What about the hundreds of smaller firms of
accountants? And I believe we can accept Mr. McKinsey’s
statement, that the modern trend of our profession is towards
an increasing number of small firms of reputable experienced
public accountants, especially in the smaller cities. It is, in my
opinion, quite inconceivable that they could engage as a member
of their staff any industrial engineer, however desirable it might
be at certain times.
Among the clients of even a small organization, and much more
so among the clients of a large firm of public accountants, it is
quite conceivable that a great number of varying industries will
be represented. Thus a single firm may number among its
clients the following industries: machine shop, foundries, electric
equipment, cabinets and furniture, dry-goods stores, milling,
chemical products, lumber. In certain sections of the country
other industries might be added, such as cotton, silk or wool
spinning and manufacturers of yarn and cloths. All the
above industries have sub-headings of infinite variety. Is it
conceivable that one organization of industrial engineers as
employed by one firm of accountants can intelligently undertake
the stock-taking of even a small percentage of the businesses
whose records they audit?
In the above paragraphs I believe I have demonstrated that
the public accountant would not and could not undertake the
verification of the quantities or the value of obsolete stock—
even with the assistance of an industrial engineer on his staff.
Are we to leave it at that? I do not think so. Surely we should
attempt to suggest some constructive plan which may supply
the banker the protection he is looking for and to secure to him
the full value of a balance-sheet. The banker or investment
banker or broker has seen the necessity of securing certificates
from appraisers covering the plant values; certificates from law
yers covering titles to property and legality of corporation acts
and resolutions; certificates from public accountants covering
valuations of all assets and liabilities other than valuations of
plants and the quantities in the inventories and valuations of
obsolete stocks. Why should not there be filed with the banker
7
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or published in the prospectus the certificate of a firm of indus
trial engineers familiar with the particular industry in which
the prospective borrower is engaged? This practice would
probably require some changes in the methods adopted by those
concerns now practising as industrial engineers, and the desired
results are not going to be evolved immediately, but surely it is
better to work along the lines of least resistance and engage those
who are better qualified for this particular work than to engage
those who have had no experience and who can not secure such
experience.
The adoption of the method suggested would undoubtedly
result in firms of industrial engineers specializing in only a very
few lines of industry, so that they could give the required service.
In time we should find a great many small firms of industrial
engineers springing up, each with specialized knowledge of a
particular industry. On account of the present tendency of all
members of an industry to cooperate with one another along
lines of common interest and stabilization, it would be only
natural to suppose that each and every member of an industry
would find benefit in employing the same firm of industrial
engineers who were familiar with their problems, and such
engineers would be eminently qualified to become responsible
for the quantities and valuations of the inventories of those
engaged in that industry.
If I were to attempt to prophesy, I am inclined to believe that
just as the modern trend is for a very large increase in the number
of small but reputable firms of accountants, so in the profession
of industrial engineers the trend will be in the direction of an
increasing number of firms in this profession, each, however,
specializing in but a few industries, but all thorough masters of
the engineering problems met with and of the character of the
raw materials, the goods in process and finished merchandise.
I believe it is within the power of the bankers and the public
accountants of this country to speed the day when the profession
of the industrial engineer, along the lines I have suggested, will
become a valuable factor in the business world and that by an
intelligent coordination of the work of the public accountant and
the industrial engineer, the banker will be able to place reliance
upon the valuation placed upon the inventory in a certified
balance-sheet.
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Valuation of Securities for Inheritance-tax
Purposes*
By Nathaniel Seefurth

At the outset it might be well to observe that there is very little
written information on the principles involved in the valuation of
common stock and proprietorship or partnership interests.
This scarcity of material is so apparent that it is reasonable to
wonder whether there are any definite, reliable principles that
make the market for this class of property rights. Are prices
governed by a vague, formless feeling as to values or do more or
less scientific methods of appraisal control the prices bid on the
stock exchanges? The goal of the inheritance-tax appraiser re
garding all kinds of property is market value on the date of the
owner’s death. In the case of listed securities regularly bought
and sold on an exchange a reference to the daily quotation sheets
will give the desired results. More often than not, however, there
is no established market for a particular security. Market value,
then, is not an actuality but rather a theoretical standard to be
attained only by the application of some definite, coherent prin
ciples. The appraiser must always be mindful, however, of the
fact that the ultimate objective is “what a willing buyer would
pay to a willing seller both being fully cognizant of all the facts.”
To a certain extent each case, being different in its facts, must be
decided on its individual merits but this does not preclude the
thought that there may be general principles that will help to
solve the problems at hand. It is my intention to attempt in
this paper to unearth some workable principles whereby the
theoretical market value can be attained for securities and similar
property interests having no otherwise established market value.
This applies more particularly to closely held common stock and
interests in business owned by sole proprietors or partners.
If we wish to obtain a sound value for inheritance-tax purposes
we must necessarily follow the rules that either consciously or
unconsciously guide probable investors—not speculators—in bid
ding for the stock in question. Due regard must be had for the
* An address delivered at a regional meeting of the American Institute of Accountants, Chi
cago, Illinois, November 17, 1925.
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character of the business, its stability and the importance to the
business of the deceased stockholder. The value of money is also
a factor. These individual items, however, are only component
parts of one dominant thought in the mind of every purchaser,
that is, the probability of profits in excess of the normal return for
capital. It is almost axiomatic that the amount of the return de
manded by a purchaser increases as the probability of the return
decreases. In other words speculative enterprises must pay a
higher rate to attract capital than those of a more stable character.
It is fair to assume that the reasonable probability of “super
profits,” or profits in excess of the normal interest rate, is the
moving spirit of business. A business with a net profit which does
not exceed the normal interest or return which money will earn
without apparent risk can not in the nature of things attract cap
ital and induce it to assume the risks incidental to that business.
There must be a premium or inducement in the form of “super
profits” to attract capital. It follows then that the net profits
available for dividends on common stock constitute the controlling
factor in fixing the price of the stock. The book value of stock
or the value of the tangible assets of the corporation is one of the
elements which make these profits possible. All other elements I
shall include in the term goodwill. The purchaser of a going busi
ness not only gets the tangible assets but he acquires an estab
lished patronage, favorable contracts, leases, patents, copyrights
or other intangible rights that give the tangible assets profit
making possibilities. The combination of these elements under
proper management produces the profits of the business.
If the price of stock were valued solely on the basis of the tan
gible assets employed in the business there would be no problems
involved in its valuation. Tangible assets constitute the known
quantity. It is the intangible assets, the goodwill—a term which
covers the sum of all peculiar advantages enjoyed by the business
—that gives the tangible assets more than normal profit-making
possibilities. I shall not waste any time on the theoretical aspects
of goodwill and what is covered by that term. It is sufficient to
say that the valuation problem is greatly simplified by separating
a business into tangible assets and goodwill without attempting to
divide the latter into smaller units. Definitions of goodwill are
more or less academic and have no place in a discussion of the
practical problems incident to the valuation of stock or other in
terests in business. We are chiefly concerned with the fact that
10
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goodwill is an unknown quantity, apparently subject to no defi
nite rules of valuation and not capable of assuming a definite
market value as in the case of tangible assets. Yet this seemingly
nebulous item can be and often is a more valuable asset than the
total tangible assets. For this there can be but one reason, that
is, the profit-making possibilities inherent in that particular
goodwill. The value of goodwill fluctuates just as does any other
asset and its value must inevitably increase or decrease as the
profits of the business increase or decrease. If it is carried on the
books as an asset the value should be closely scrutinized. If it is
low the government will change it. If it is high it will be prima
facie evidence of the actual market value in inheritance-tax pro
ceedings. Owing to its perishable character many businesses
either do not carry a goodwill account or carry goodwill at one
dollar. If, however, goodwill is actually a substantial factor in
the earnings of such a business a very high rate of return will be
shown, for the business will really be under-capitalized.
The large part that goodwill plays in the value of a business is
illustrated in the history of many of our present-day corporations
which were the outgrowth of partnerships or sole proprietorships
that had been exceedingly profitable. The financing was gener
ally accomplished by an issue of preferred stock in nearly the
same ratio as the tangible assets and an issue of common stock to
cover the value of the goodwill. In the corporation of F. W.
Woolworth & Co. the goodwill was capitalized at $50,000,000.
That this estimate was not exaggerated is justified by the history
of Woolworth common. The importance of goodwill in the value
of some stocks is further illustrated by the price at which stock
of the Vick Chemical Co. was recently offered to the public. The
Vick Chemical Co., manufacturers of a popular and widely ad
vertised salve or ointment, showed average net profits from 1922
to 1925 of $1,850,000 on an invested capital of about $2,000,000.
There are 400,000 shares outstanding, thus giving each share a
tangible asset value of $5 and earnings of $4.60, or 92 per cent of
the tangible assets. One hundred thousand shares were offered to
the public at $41 a share. Apparently the goodwill was valued
at $36 a share or seven times as much as the tangible assets and
eight times the annual net profits. At $41 a share the stock
earned 11 per cent. Recently the stock sold just above 41. In
the same way the recent offering of stock of the Fair Department
Store at $35, by a syndicate which bought out the old owners,
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indicated that a value of about $20 was placed on the goodwill
or over five times the average earnings over a period of three
years. At $35 the stock would earn 10 per cent. Recently the
stock sold at about 35.
The burden of the instances just cited is that goodwill is often
an important, if not the most important, contributing factor to
the market value of the common stock of a corporation. It is
one thing, however, to capitalize goodwill for the purpose of a
public offering of stock and entirely another thing to capitalize
goodwill for the purpose of an inheritance-tax valuation, par
ticularly where the decedent was the mainspring of the corporate
management. Goodwill, being the capitalized value of prospec
tive profits, may entirely evaporate or at least be seriously
diminished if the brains of a business must be suddenly replaced.
Consequently we should be careful in using transfers of goodwill
during lifetime as comparatives for valuing transfers of goodwill
after the death of the holder. The present methods of valuing
goodwill for inheritance-tax purposes upon past performance are,
perhaps, the result of practical necessity, but they should be
applied cautiously.
There are two methods in vogue in this country of valuing
securities. One method, which may be termed the “asset”
method, uses the corrected average book value over a period of
years as the basis of valuation. This method is used in New
York and has received the approval of the New York court of
appeals. The other method, which I shall call the “earnings”
method, capitalizes the average net earnings over a period of
years without reference to current assets to arrive at a fair market
value. This method is used extensively for federal estate-tax
purposes and has received the approval of the United States
board of tax appeals. The practical effect of these methods can
be very simply illustrated. Let us assume a corporation with
net tangible assets of $1,000,000, after making due allowance for
depreciation, and average yearly net earnings of $200,000, after
deducting proper amounts for salaries. There are 1,000 shares of
common stock outstanding. This stock would be valued in New
York as follows:
From the earningsof $200,000 there would be deducted 6 per cent
on the invested capital of $1,000,000 employed, or $60,000, thus
leaving $140,000 as the average earnings attributable to goodwill.
As a matter of fact no absolute rate of return is determinable but
12
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for practical purposes of valuation the New York courts in a
number of cases have arbitrarily adopted 6 per cent as the rate of
return which shall be allowed upon invested capital. The ques
tion now is how many years this goodwill may reasonably be
expected to exist. Various multiples have been used from 1 to 10.
Dicksee, an English writer, has suggested 1 to 5 years for a trading
company, 1 to 4 years for a manufacturing company, 1 to 3 years
for a professional practice, and for newspapers and other quasi
monopolies a higher figure—even ten years is not unusual. Each
case must, of course, be treated upon its merits. The New York
courts have said that the number of years’ “purchase,” as it is
called, is a question for the jury to decide and depends upon many
factors. In a recent case involving the valuation of the stock of
the De Laval Separator Co. five years was considered not un
reasonable in view of the business sales, increased assets, divi
dends paid, and corporate existence of thirty-six years; the fact
that the welfare of the concern did not depend on any one person’s
capacity; the reputation and standing of the name in the trade,
and its location and permanency, although the court also con
sidered the fact that there was a tendency to lessened earnings
on account of increased competition. In the case which we have
assumed above, if the earnings had been stable over a period of
years and the decedent’s services were not a necessary factor in
those earnings the average of $140,000 might be multiplied by five
to get $700,000 as the capitalized value of the goodwill. Adding
that sum to the $1,000,000 invested capital we have a value of
$1,700,000 or $1,700 for each of the 1,000 shares.
As a matter of contrast, let us now value this stock by means of
the straight capitalization-of-earnings method. Average annual
earnings, after the deduction of salaries, were $200,000 on an
average net invested capital of $1,000,000, or 20 per cent. The
board of tax appeals, as we shall later see, has approved 15 per
cent as a rate of capitalization, that is, 15 per cent is assumed to be
a fair return on the invested capital in the average business. A
business earning not to exceed 15 per cent on its invested capital
has no appreciable goodwill. Only the excess earnings above that
figure should be capitalized at 15 per cent on account of goodwill.
This amounts to the same thing as capitalizing the entire net
earnings at 15 per cent which in our case gives a value of about
$1,300,000 to the business, or $1,300 for each of the 1,000 shares.
In other words, a share of stock that earns $200 annually is worth
13
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$1,300. This may appear to be a very conservative valuation but
if it errs, it errs upon the side of safety. When we consider that
such an elusive item as goodwill is very apt to be jeopardized on
account of the death of the person whose stock is being valued the
continued existence of goodwill should be underestimated rather
than exaggerated.
The “asset” method of valuation as used in New York treats
tangible assets and goodwill separately. The market value of the
tangible assets at the decedent’s death is taken and the goodwill
capitalized as an asset at an estimated figure. In our case the
goodwill was capitalized on the basis of five years’ purchase or at a
rate of 20 per cent. This method presupposes that a business
will always be worth as much as its tangible assets, and earnings in
excess of 6 per cent indicate the presence of goodwill. This notion
can hardly be justified in view of the fact that listed securities
often have a market value less than the book value of tangible
assets during periods when earnings are poor. We can not get
away from the fact that it is earnings and earnings alone that give
value to common stock. Assets and liabilities may indicate the
possible trend of earnings but it is business on the books or busi
ness that will be on the books that makes the market. Conse
quently I believe that the straight capitalization-of-earnings
method is the fairest and closest approximation to the truth, at
least for inheritance-tax purposes. What the rate of capitalization
should be is a question that is not subject to generalization. For
a stable, old, established industry that has enough momentum to
run without the personality of the deceased stockholder the rate
might be as low as 10 per cent. For a business based upon the
fads and fancies of the public the rate might be 50 per cent. The
board of tax appeals used 15 per cent in valuing the stock of the
L. Fish Furniture Co., an installment furniture house of Chicago.
This rate might be considered an average for the general run of
businesses. I had thought that some help could be secured from
a study of the attitude of the buying public toward some of the
listed securities, but in the light of what the board of tax appeals
said in the Fish appeal this would be a futile thing indeed. In
that appeal it was attempted to value the Fish stock upon the
basis of a comparison with stock of the Hartman Corporation,
another installment furniture house, which was listed and had a
determined market value, but the board said: “An examination of
the statements covering the Hartman Corporation in comparison
14

Valuation of Securities for Inheritance-tax Purposes
with those of the L. Fish Furniture Co. introduced in evidence is
conclusive of the small amount of weight to be attached to com
parative statements of this character, particularly when the pur
pose is to show some relationship between book values and market
values of stock and it is attempted to be argued that the rela
tionship presumably existing in the one should be applied to the
other.”
Too much emphasis can not be placed upon the fact that good
will should not be overestimated in an inheritance-tax appraise
ment even though there are notable instances such as Woolworth
and Kresge and General Electric and other companies upon whose
goodwill the public has placed a value many times the value of the
tangible assets. I believe that the “asset” method as described
above is inclined decidedly to overvalue goodwill because it
capitalizes all earnings above 6 per cent. The straight capitali
zation method is more flexible and will arrive at an equitable
result both to the government and the estate if a fair rate of
capitalization is agreed upon. It might be well to state here that
the government departs from the straight capitalization method
in so far as assets in the form of land, buildings, securities and cash
are concerned. In the Fish appeal the board of tax appeals as
sumed that such assets earned 5 per cent and deducted the amount
of the assumed earnings from the total net earnings before capital
izing them. The market value of those assets was then added to
the capitalized earnings to make the total value of the business.
Thus a distinction is made between the earnings of the business
and the earnings from securities and other property held by the
corporation. Only the earnings attributable to the business are
capitalized. In line with this practice I wish to advert to a situa
tion brought about by the popularity of so-called corporation and
partnership insurance. It is a common practice for corporations
to take out insurance policies on the lives of important officers or
stockholders as a measure of protection against the loss of their
services. If a corporation takes out a policy for $100,000 on the
life of its president and chief stockholder what effect does the right
of the corporation to that $100,000 have on the value of the stock
for inheritance-tax purposes? The government contends that
$100,000 should be added to the value of the business. The only
authority of any kind upon the question, however, is a recent deci
sion of the surrogate’s court of New York holding that such insur
ance money should not be considered in valuing the stock left by
15
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the decedent as he did not die “seized and possessed ” of stock that
was enhanced by the value of a sum that could not possibly be due
until after his death. It is a technical point but one that may
mean a great deal in the valuation of a particular stock. In my
opinion the New York surrogate is right and the commissioner is
wrong.
In the foregoing I have attempted to show the nature of goodwill
and its importance to the holder of common stock, the great reli
ance that investors place upon goodwill rather than tangible
assets, and the consequent danger of stressing assets in valuing
common stock for inheritance-tax purposes. At the same time I
have attempted to indicate the danger of comparing, for the pur
pose of inheritance-tax valuation, the values put upon goodwill by
the public in its dealings in listed securities on account of the
transitory nature of goodwill and the large part that the personal
ity of an individual may play in keeping goodwill alive. In my
opinion the capitalization-of-earnings method is not only the fair
est but the most logical approach to the solution of the problem of
valuing securities for inheritance-tax purposes.
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The Accountant’s Function as Business Advisor *
By Arthur Andersen

The time when the accountant was viewed by business men as a
necessary evil is not entirely past. Yet it is true that in the last
decade business men have learned that the accountant is more
than a compiler of figures and a detector of defalcations. In the
experience of the past ten years the business man has found that
advice from an accounting viewpoint may have a high cash value
in the form of taxes saved or refunded, war contracts liquidated,
in recapitalizations and refinancings effected advantageously.
These tangible “money” results the business man can recognize
as constructive work—which is entirely natural, since the final
analysis of his own business lies in the figures reflected in balancesheet and income account.
Having arrived at the point where he admits the tangible
worth of some phases of accounting effort and advice, the business
man is predisposed to study, as having a constructive value,
some phases of accounting work to which he has hitherto not
given even a serious thought. This is true in the detailed as well
as in the broad phases of accounting service. The present-day
accountant who is alert will grasp every opportunity to foster
this attitude by increasing the constructive value of all normal
work and seeking newer and broader fields of service to business
management.
CONSTRUCTIVE FEATURES OF AUDIT WORK

The public accountant has an opportunity for direct service to
management even in so routine a procedure as the annual audit.
The average business executive has no real conception of what
an audit is. To him an audit is an “audit.” A “balance-sheet
audit” and a “detailed audit” are merely technical names to
him. And many accountants fail in their duty by not spending
the time, effort and thought necessary to make sure that the
chief executives clearly understand the scope of work covered,
the reasons therefor and the results accomplished. The executive
is prone to assume that an audit includes a complete check
and verification of the entire accounting transactions during the
period covered.
*An address delivered at a regional meeting of the American Institute of Accountants,
Chicago, Illinios, November 17, 1925.
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In addition to educating management to the real scope and
meaning of audit work, the accountant should take every oppor
tunity to improve the working methods of the company’s own
organization. The methods of internal check should be subject
to as close scrutiny as are its results. Weaknesses in internal
check should be discussed with the management at the time of
the audit and all recommendations made a matter of record in
the audit report. Internal check is only one phase to be consid
ered, however. The tangible advantages of clean-cut account
ing methods as applied to receivables, payables, credits, order
procedures, perpetual inventories, etc., should receive equal
emphasis. Personal reductions effected either through revisions
of method or the use of machines will be reflected in tangible
savings. Provision for the summarization and interpretation of
operating results through the proper form of executive reports
furnishes the accountant with another opportunity for service.
These constructive contracts are natural outgrowths of audit
work, but can be realized only if the accountant has more than an
auditing vision and feels the responsibility for constructive service
to management.
ADVISORY RELATIONS WITH MANAGEMENT

The service which may be rendered from this somewhat
detailed internal viewpoint is only one small sector of the coming
field of the accountant. The accountant may aspire to a field of
business vision which is almost broader than that held by man
agement itself. The possibilities in this direction have been
indicated in the recent past in matters of refinancing and
reorganization.
In the past quarter-century business has been forced into a
new era of operations. The scope of distribution has broadened,
the size of businesses has increased and there have been vertical
and horizontal integrations of astounding size. Moreover, in
creasingly greater amounts of capital have been required and
have been provided through the agencies of banks and invest
ment bankers, involving new financial relationships and obliga
tions. Questions of funded, paid-in and temporary capital and
their interrelationships have arisen which were previously
unknown.
The accountant has had a large place in the consummation of
these financings. The actual audit work has been only one of
18
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his responsibilities. Representing the banker, he has needed
more than a banking viewpoint, since he has been charged with
formulating conclusions as to the operating, merchandising and
organization possibilities of the proposed mergers or consolida
tions. This step beyond the audit which has involved broad and
practical analyses of these situations has come to be known as
the “financial and industrial investigation” and the results of
these investigations have often been far-reaching in their effect.
No policies, changes or recommendations can be suggested which
are permanently advantageous from the investment-banker’s
viewpoint unless they are truly beneficial to the business as an
operating organization. In the long run, no steps can be taken
to protect senior securities unless they consider the interests of
junior securities as well. The accountant must therefore have a
complete understanding of the viewpoints of both bankers and
management. He therefore has come to have an advisory rela
tionship with management which sometimes has been attained
independent of immediate financing and which often extends
past the first contacts made at the time the consolidation was
being effected. His field of consulting relationship may embrace
problems involving freights, international credits and exchange,
foreign agencies, branch-house control, sales budgets, national
advertising, tariffs, patents, plant location, merchandising poli
cies, operating controls, etc.
SCOPE OF ANALYSIS

In filling the function of advisor or consultant to management
the accountant is thus entering fields of investigative work which
mark a distinct advance over the earlier conceptions of the scope
of his service, and which deal with the broad aspects of business
as a whole. One of the principal subjects of study is the personnel
of the company and the functioning of this personnel as a unified
organization. First, the organization plan must be studied; then
each man in any position of importance must be studied in the
light of his effectiveness in the particular function. These func
tional standards are naturally flexible and somewhat indefinite,
being set as the result of experience and by the results shown.
This study of personnel is only one of the elements included
under this type of business analysis. There is also the examina
tion of balance-sheets and earnings statements from the business
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as distinguished from the theoretical accounting viewpoint.
The total of the inventories is less important than the relation
ship between inventory and sales, or inventory and receivables,
or inventory and fixed assets. The current assets may be impor
tant by reason of their make-up rather than their value, or by
reason of their relationship to current liabilities or to bank loans.
The ratio of contributive capital to loan capital is important.
The make-up of net worth is far more vital than its amount. The
trend of earnings is more significant even than their relation to
net worth, which is in turn more important than their actual
amount. Earnings in certain years, such as 1921 and 1922, are
extremely significant, as furnishing an indication of the soundness
and stability of the enterprise.
In the analysis, the geographical distribution of sales may
possess great significance as bearing on the future trend of total
sales, while the distribution by principal customers may indicate
a potentially dangerous condition. The position enjoyed by the
company in its own field of industry and the position of the type
of business with reference to industry as a whole are also to be
considered.
A business analysis of this character embraces also many special
side investigations which ordinarily have no place in the work
incident to the preparation of audited financial statements. In
this class may be mentioned analysis of the distribution of stock
holdings; the make-up of the board of directors (with even the
personnel analyses of these directors); studies of the variations in
stock control or voting trusts over a period of years; the investi
gation of principal executives as to age, length of service, salaries,
stock interest, prior working experience, etc. These matters
usually receive consideration only when the matter of refinancing
is involved, but here they may attain a vital importance. The
financing may practically hinge upon the question of extent of
stock interest by the president or general manager; and a study
of salary range and scale may reveal a poorly balanced executive
organization.
REALIZING THE FUNCTION AS ADVISOR

The abilities required for analysis must be supplemented by
the ability to draw conclusions which will be sound and construc
tive. This means that the accountant of the future will possess
not only a logical mentality and a broad viewpoint fortified by
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varied experience, but also resolution and decision. Possessed of
these qualities and abilities, the accountant of today will find
that he can scarcely avoid the role of business advisor. Bankers,
on one hand, will seek his outside view on matters of financing,
and management, on the other hand, will consult him regarding
the best interests of the business.
It is in bringing a balanced view to bear upon the problems
of the undertaking and in assisting management in matters of
business analysis that the accountant will have his greatest op
portunities for service. The public and the commercial account
ant must keep pace with the large developments in business.
Their viewpoints must be beyond the mere gathering or checking
of figures. They must understand more than the pure technique
of accounts. The thoroughly trained accountant of the future
must have a sound understanding of the principles of economics,
of finance and of organization, which are the three fundamental
factors underlying any successful business. It is in recognition
of these necessities that George F. Baker has been led to endow
the Harvard graduate school in the sum of $5,000,000.
Public accounting as a lifetime profession can not, of course,
care for all the men who enter that profession. Some will
qualify as partners; more may qualify as managers; but many
men will pass through a public-accounting experience to find their
real reward in general business. They will become not merely
cost accountants, chief accountants, or auditors; they will attain
more and more to the top rungs of the ladder and will be charged
with broader and more diverse responsibilities, because they have
had the training and experience which gives them a true perspec
tive and understanding of the science of business. Where the
public accountant may be called upon to investigate, analyze
and advise, it is axiomatic that the commercial accountant—
the comptroller—must accept the same scope, viewpoints and
responsibilities in the service of the management.
In closing, let me leave you with this thought in mind. The
acceptance and adoption of new ideas does not necessarily mean
progress nor does holding fast to the old always mean conser
vatism; it may mean stagnation. It is my profound conviction
that the accountant of the future will prosper and consolidate
his position in the business world in proportion to his breadth
of vision and willingness to accept these responsibilities of larger
service to industry.
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Lack of Uniformity in College and University
Accounting
By William B. Franke

It is generally understood that the colleges and universities of
this country have not, in the past, maintained proper accounting
systems. As these institutions have grown, the necessity for
adequate systems has become more and more apparent, but un
fortunately in many instances the systems finally installed have
been taken over bodily from private business enterprises without
being revised to give effect to the peculiar accounting require
ments of educational institutions. Furthermore, to quote Pro
fessor J. P. Adams of Brown university, “Professional account
ants and others interested in the problems of accounting as such
have been busily engaged in building a body of doctrine and
procedure for private business to the partial exclusion of a general
consideration of the accounting requirements of the various
quasi-public institutions.”
It has, therefore, devolved upon the man in charge of the busi
ness administration of the college or university either to install
his own accounting system or to adjust the private business
system thrust upon him by his board of trustees to the particular
requirements of his institution. The result has been the installa
tion of all kinds of systems and the adoption of various methods
of recording the same accounting facts.
Providentially, in 1922 there was published by the general
education board a book written by Trevor Arnett, entitled College
and University Finance. This book states the principles under
lying college accounting and describes a complete system of
accounting. The system is an admirable one and has been
adopted in whole or in part by a large number of educational
institutions.
Mr. Arnett’s book has been of incalculable value from the
standpoint of uniformity. Other aids to uniformity have been
the formation of associations of university and college business
officers, which have held annual meetings at which have been
discussed various business and accounting problems, and con
ferences of representative college and university financial officers
held under the auspices of the general education board at
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Chicago in 1923 and 1924. As a result of these activities there
gradually have been evolved certain principles covering the
recording of accounting transactions and the presentation of
accounting results. However, because of the peculiar character
istics of the accounting problems of educational institutions and
the lack of proved theories, no one person can declare that these
principles are correct and that all others are incorrect. Naturally
there are still many differences of opinion and the situation at the
present time is that many officers of business administration feel
that their own methods are proper and they are therefore unwill
ing to adopt any other methods.
Readers of this article who are unfamiliar with the accounting
peculiarities of educational institutions may question why there
should be any doubt as to the proper method of recording and
presenting accounting facts and results in view of the well estab
lished principles of general accounting. It is because the account
ing theories applicable to business enterprises can not be applied
to educational institutions without modification. Some of the
reasons for this are:
(1) A business enterprise is operated for profit. An educational
institution is interested only in keeping its expenses
within its income. Many institutions, in fact, regularly
incur an operating deficit, trusting that it will be offset
by contributions for that purpose from alumni and others
interested in the institution. It appears to be poor
policy to operate upon such a basis, but nevertheless this
condition exists, and it must therefore be recognized.
At any rate there is no necessity for a college to do more
than meet its expenses, for if it builds up a large surplus
each year it is charging more than is necessary for tuition
and thus may be preventing some young men and women
from securing an education.
(2) A business enterprise is responsible to its stockholders. An
educational institution is responsible to no one, although
it has a moral and legal obligation to individual donors
and to the courts for the proper administration of trust
funds.
(3) A business enterprise, being operated for profit and being
responsible to its stockholders, must in its accounting
provide for the accrual of income, the recording of depre
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ciation of its plant assets, etc. It also must make its
accounting conform with the requirements of the federal
government because of the income-tax laws. An edu
cational institution has none of these things to consider.
Most colleges operate on a cash basis and do not record
accruals. The setting up of depreciation on educational
plant is not necessary since the institution is operated
not with the idea that it will replace its plant when it
becomes unfit for use, but that when the time arrives
replacement will be made by gifts from its alumni and
friends.

In the belief that business officers of educational institutions
have arrived at a period of inertia so far as the more universal
adoption of uniform methods is concerned, and in the hope that
they might be moved to take steps to overcome this inertia if
they were made to realize the situation, six questions relating to
the recording of accounting facts were picked at random and let
ters sent containing these questions to ninety-five institutions
in the eastern states. Of these ninety-five institutions, two have
refused to reply, and one has not been established long enough to
adopt definite principles. Of the ninety-two remaining, fifty
seven have answered the questions asked. The results are
astonishing and clearly show the lack of uniformity. There
follows a discussion of the questions and the replies.
QUESTION NO. 1

Question
(a) Is it your practice to depreciate rental property and prop
erty of such service activities as dormitories, dining-halls,
and bookstores?
(b) If so, do you fund this depreciation by setting aside in
cash the annual amount written off, such cash to be
used only for replacing and renewing these properties?
Reply
(a) Fifteen institutions have indicated that they do depreciate
rental and service property, and forty-two that they do
not. Of those which do take depreciation, one restricts it
to all equipment, four to bookstore fixtures, one to
dining-hall equipment, and two to dormitories. One of
the institutions which sets aside depreciation on dormi
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tories does so by crediting to the reserve-for-depreciation
account the net excess of income over expense. What
would be done by this institution if it incurred a loss
from dormitory operations was not stated. Of those
institutions which do not record depreciation, two do
not carry plant assets of any sort on their general books
of account.
(b) Of the fifteen institutions which depreciate rental and
service property, only four fund this depreciation. By
this is meant that these four colleges set aside in separate
interest-bearing bank accounts, or invest in securities,
the annual amounts recorded for depreciation. Interest
on the bank balances and securities presumably is added
to the depreciation fund. One of these four institutions
sets aside an annual amount of approximately 2½ per
cent of its total estimated income. This amount is
assumed to cover depreciation not only of dormitories
and service properties, but of its educational plant as
well. It is the only institution, so far as I know, which
attempts to set aside a fund to cover depreciation of all
of its physical property.

Opinion
(a) The chief function of an institution of learning is the educa
tion of its students. It is understood that were a college
dependent solely upon tuition fees for its support, these
fees would be so high that only the rich could afford an
education. By means of endowment and taxation, the
annual income of an institution is increased, tuition fees
are reduced, and more persons are enabled to secure an
education. The funds necessary to establish an insti
tution arise through gifts or grants. Assuming that
when the physical plant of the institution becomes unfit
for use there will be other givers to replace this plant,
there is no necessity to include in the charge to the
student any amount to cover such replacement. In
other words, there is no necessity for depreciating plant
assets used for educational purposes. When, however,
an institution establishes and operates rental and service
properties, it is entering into activities which are entirely
apart from its main purpose. Such activities are usually
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instituted either because there are no suitable, privately
owned establishments of like nature in the locality, or
because by conducting them itself the institution may
become more self-contained and may thus bring its
students into closer communion. For these good and
sufficient reasons, the institution therefore operates
business enterprises which otherwise would be conducted
by outsiders. Since they are business enterprises they
should be run as such, and this means, among other
things, that depreciation should be taken upon both the
buildings occupied by these activities and the equipment
used by them.

(b) Assuming that the majority of institutions operates on a
cash-receipts-and-disbursements basis, it is obvious that
if depreciation is recorded simply by making an entry
charging expense and crediting reserve for depreciation,
no useful purpose is served since the sole effect is the
reduction in the book value of buildings and equipment
for record purposes. The proper method is to take
from receipts an amount of cash equivalent to the annual
depreciation and set this amount aside in a separate
bank account or invest it in securities. The entry in the
operating section is a debit to expense and a credit to
current-fund cash and the entry in the plant section is a
debit to depreciation-fund cash and a credit to reserve
for depreciation. The income from the investment of
this depreciation fund should be reinvested and should
increase the fund itself.
QUESTION NO. 2

Question
(a) Your annual budget undoubtedly provides for additions to
equipment and as these additions are made the cost
thereof is presumably charged to operating expense.
At the close of each year do you make an entry in your
plant section adding the value of such additions to your
plant assets thus keeping these assets at their correct
cost value?
(b) Do you eliminate from the plant section the cost value of
assets disposed of during the year?
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Reply
(a) Two institutions did not specifically answer this question,
and two others do not carry plant assets on their general
books. Of the remaining fifty-three, thirty-five answered
in the affirmative and eighteen in the negative. How
ever, of those which indicated that it is their custom to
capitalize additions to plant, ten limit such charges to
items of new construction, meaning that they do not
capitalize additions to furniture and equipment. Of
the eighteen which do not capitalize additions at cost,
one inventories its fixed assets annually and records the
value shown by these inventories, and one inventories
these assets every five years and increases or decreases its
book accounts to accord with the amount thus determined.

(b) Under (a) it was stated that ten institutions signified that
they limit their capitalization of plant assets to items
of new construction. Of the twenty-five which stated
that they capitalize all additions, six indicated that it is
not their custom to eliminate disposals. There is a
certain degree of inconsistency in this method, for surely
if additions are capitalized disposals must be eliminated.
Opinion
(a) All additions to plant assets, whether they be for land,
buildings or equipment, should be capitalized each year
at cost. Land and buildings are usually purchased from
funds given for this purpose. New equipment, however,
unless it is for a whole new building or department, is
usually paid for out of operating income, and since educa
tional institutions operate on a cash basis the cost of such
equipment is treated as an operating expense and is
written off against operating income. In order that the
value of such equipment may be added to plant assets
an entry should be made at the close of each year charg
ing the proper equipment accounts and crediting plant
funds.

(b) During the year a record should be made of all assets dis
posed of in any manner and at the end of the year an
entry should be made in the plant section debiting plant
funds and crediting the respective fixed asset accounts.
This has the effect of keeping the plant assets at their
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correct cost values. For insurance purposes it may be
desirable to take periodical inventories, but the values
shown by these inventories should not be recorded on
the general books of account.
QUESTION NO. 3
Question
(a) Do you add to plant assets the value of library books pur
chased during the year?
(b) If so, how is the value determined?

Reply
(a) Two institutions did not answer this question. Of the
remaining fifty-five, thirty capitalize library books and
twenty-five do not.
(b) The methods used in capitalizing library books are interest
ing. The values are determined as follows: Twenty
use cost, six use $1.00 per volume, one uses $3.00 for
each book and 50c for each pamphlet, one inventories
its library every few years, one inventories its library
every five years, and one determines the value to be
added each year “in a general way.”
Opinion
(a) Library books should be valued each year and such value
should be added to plant assets.
(b) As to the method of determining the value, apparently one
man’s opinion is as good as another’s. It is difficult to
determine the value to be placed upon library books for
the reason that some books become very valuable in a
short time while others become worthless almost im
mediately. It is evident that if library books are valued
at cost the fixed assets are inflated, since it certainly
would be impossible to sell all these books at the prices
which were paid for them. A sponsor of the cost method
might say: “If you are going to place an estimated value
on the library books you capitalize, why not do the same
thing in the case of other fixed assets?” The answer is
that the value of library books is subject to so much
greater fluctuation than the value of other fixed assets
that we must use a different method of estimating their
worth. Therefore, it is necessary to be conservative in
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capitalizing these books, and for this reason the rating
of $1.00 per volume used by the American Library Asso
ciation is favored.
QUESTION NO. 4

Question
(a) Do you record gifts of securities for endowment at market
value at the date of gift?
(b) If not, what method do you use?
Reply
(a) One institution did not answer this question and three
could not because they have no endowment. Of the
remaining fifty-three, thirty-eight record such gifts at
market value and fifteen do not.
(b) Of the fifteen which do not use market value, nine use par
value, one uses par value for bonds and market value for
stocks, one usually uses par value, and four use the value
designated by the donor.
Opinion
(a) The recorded value should be the market value at the date
and
of gift. Of course in many instances market value and
(b)
par value will be approximately equal, and in these cases
the question is unimportant. When market value
exceeds par value the donor may ask that he be given
credit at the market value and in such a case there is no
legitimate reason to object to the use of this value, pro
vided the securities given can be readily disposed of
and there is nothing in the terms of the gift to prevent
disposing of them at any time. The difficulty arises
when market value is less than par value, as in such
cases the donor may insist upon his being given credit for
his gift at par value. It is a dangerous policy to record
such gifts at a greater value than market because if the
security is sold before it reaches par a loss is incurred and
endowment is reduced. Therefore, the conservative
plan is to record gifts at market value at the date of gift.
Occasionally cases arise where it is almost impossible to
determine the market value. In such instances the
value to be used can only be determined by securing
the best opinion available as to the present worth of the
securities given.
29

The Journal of Accountancy
QUESTION NO. 5
Question
(a) Do you treat profit on sale of endowment securities as
income or as an addition to endowment?
Reply
Five institutions did not answer this question. Of the
remaining fifty-two, forty-eight treat profit on sale as an
addition to endowment and four as operating income.
In the case of one of the four institutions which treat
endowment as income, the reply by the business manager
was that such treatment is “as per the board of direc
tors.” Apparently the business manager himself does
not agree that this is the proper method.
Opinion
(a) Profit on the sale of endowment securities should increase
endowment. It may be credited direct to the endow
ment-fund account or it may be credited to a reserve
account to which should be charged any losses on sale
of endowment securities. Any profit realized should be
reinvested with the other endowment cash. In the
report for the fiscal year 1925, of one of the institutions
which treats profit on sale of endowment securities as
income, there appears a charge against operating income
of $7,000 representing the net loss on sale of endowment
securities during the year. Had profit on sale of securi
ties in prior years been set aside in a separate account
there probably would have been a sufficient balance in
this account to absorb the $7,000 loss. Instead of having
this amount available, the profits resulting from sales
during prior years were spent, with the result that the
loss incurred during the past year had to be made up
out of operating income. This is a dangerous condition,
for it is impossible to foretell the amount of loss that
may be incurred oh securities owned. Some institutions,
as a matter of fact, in addition to setting aside profits
on sale of endowment securities also take a certain
amount from operating income each year, investing this
amount in securities and crediting it to endowment re
serve. This practice is continued until the amount of
the reserve account is equivalent to about one per cent
of the total endowment.
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QUESTION NO. 6
Question
(a) Do you carry student notes on your books as an asset or
are they simply recorded in a memorandum record?
Reply
(a) A summary of the replies to this question follows:
Six do not accept student notes.
Twenty-eight record student notes in a memorandum
record and do not include the value among the assets.
One records student notes in a memorandum record
except for a few which are carried as assets.
Four treat them as an asset but reserve the full amount
at the close of each year.
One treats them as an asset only when endorsed or
accompanied by collateral.
One carries them as an asset at 40 per cent of their face
value.
One carries them as an asset at 80 per cent of their face
value.
Fifteen carry them as assets at full face value.
Opinion
(a) Since practically all educational institutions operate on a
cash-receipts-and-disbursements basis, student notes
should not be recorded as assets. If notes are accepted
they should be entered in a memorandum record and
payments made thereon should be recorded as income
in the year in which such payments are received.

From the answers to the foregoing questions it is clear that there
is great need for the adoption of certain uniform principles. In
sending out this questionnaire six questions were asked—there
might have been many more and had a larger number been sent
out, the replies to each question would undoubtedly have
indicated just as great a diversity of method. How uniformity
can be secured is a problem. Any plan which attempts to impose
an unyielding accounting system upon all educational institutions
must be avoided. As Mr. Arnett has said aptly, “Our idea of
uniformity in college accounting is that there should be uniform
agreement regarding the underlying principles and that, in so far
as possible, things of the same kind in the several institutions
should be similarly classified and described. We feel that there
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are scarcely two institutions at which all the circumstances and
conditions are identical. There must be room in the system,
therefore, to provide for these variations and to describe the
peculiar conditions which prevail at every institution.”
The writer has suggested to the secretary of the Association of
University and College Business Officers of the eastern states
that a committee be appointed to study this question of uni
formity seriously. By means of meetings, and possibly ques
tionnaires, this committee could, during the course of a year,
determine the majority opinion on certain accounting questions.
These questions could then be submitted to an annual meeting
of the association and voted upon, with the idea that the
principles adopted should be made effective in all the institutions
belonging to the association. This would go a long way toward
securing “uniformity of underlying principles” and would be a
tremendous step toward more effective accounting for educational
institutions.
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EDITORIAL
With the rapid spread of the profession
Significance of an
Accountant’s Certificate of public accountancy comes an ever
increasing importance in the question
of the value of an accountant’s certificate attached to a statement
of financial condition. The public quite rightly desires to know
what is the true significance of a certificate and to what extent in
vestors, creditors and others may depend upon the accuracy and
comprehensiveness of the conclusions reached by an auditor
following investigation of a company’s condition. In order to
facilitate and condense the labors of the accountant the so-called
balance-sheet audit has come into popularity and the question
therefore naturally arises: What is the difference between a full
detailed audit and a balance-sheet audit? Several years ago the
Federal Reserve Board published a statement of what a balancesheet audit should entail, and this document is still the authority
upon which accountants must rely. The pamphlet to which we
refer was prepared by the American Institute of Accountants at
the request of the Federal Trade Commission and subsequently
submitted to the Federal Reserve Board and by it adopted as
a semi-official pronouncement of what it regarded as the minimum
requirements in balance-sheet audits. Probably half the in
vestigations of financial condition of corporations today are more
in the nature of balance-sheet audits than anything else, but it is
a mistake to infer that the term implies or should imply any
carelessness or lack of thoroughness on the part of the accountant.
A balance-sheet audit in its barest form should be regarded as the
verification of a company’s financial status at a given date, with
no investigation of the transactions during the fiscal period then
ended, except such details (e. g., capital expenditures) as enter
directly into the balance-sheet. It is far from being a mere
transcription of the company’s books. And it should be re
membered that the fully detailed audit is in itself of little value
to the banker or creditor unless it comprises as the component of
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major importance all of the substance of a balance-sheet audit.
No apology for the balance-sheet audit, properly so-called, there
fore needs to be made. At times there has been a tendency to use
the expression “balance-sheet audit” to describe a mere verifica
tion of data supplied by a client, but this is not in accordance with
the practice of reputable accountants and is to be frowned upon
severely. Regardless of the nature and scope of the audit, how
ever, bankers and other clients often manifest a desire to place the
blame upon the accountant for failure to discover matters which
they feel should have been discovered, and it is therefore an in
teresting point to consider to what extent the accountant may be
held responsible for errors, or, if the accountant be not responsible,
upon whom the burden should rest.
There are many restrictions or limita
How the Accountant
tions placed upon accountants in their
is Restricted
work which seriously hamper thorough
investigation and prevent the presentation of a full and clear
report. The accountant as a professional man should be given
access to every record, should have ample time for the conduct of
his investigation and should not be restricted in any way as to the
verification of important items. Take, for example, accounts
receivable. It is regarded as good practice for the auditor to
communicate with debtors and verify the amount of their liability
to the firm or company under audit, or, if not to make a complete
verification of all receivables in this way, at least to test the items
by methods which will almost certainly uncover any misrepresen
tation or mistake. Yet many clients manifest a wish to hamper
the accountant by insisting that the receivables be verified only
by such internal evidence as the records of the company them
selves afford. The same consideration arises with regard to
certain classes of creditors and frequently as to trade creditors.
If there be not an independent confirmation of the amounts
shown on the books as due or to become due to third parties the
accountant may be unable to give an unqualified certificate of
financial condition. Yet many clients profess to feel that
creditors would misunderstand the purpose of inquiry and might
infer that the debtor company was in trouble. This fear, of
course, is groundless. Any man of business should be suffi
ciently acquainted with modern conditions and methods to
recognize that an inquiry from an auditor is a sign of acceptable
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accounting and business practice rather than a suggestion of finan
cial distress. The instructions which are contained in the bulletin
of the Federal Reserve Board, to which attention has already been
directed, are primarily intended to apply in the case of concerns of
ordinary size. The point emphasized, however, is that even if it
be not expedient or possible to make a complete detailed investiga
tion the auditor should take every feasible precaution to verify
the items in the balance-sheet. Following is a quotation from
the bulletin:
“These instructions cover audits of small or medium-sized concerns.
In large concerns having, for instance, tens of thousands of accounts or
notes receivable, the detail procedure suggested would be impracticable,
and internal check should make it unnecessary. In such cases only tests
can be made, but the auditor must always be prepared to justify his de
parture from a complete program by showing that the purposes sought
to be accomplished thereby have been adequately effected by his work.”

When considering contingent liabilities
the accountant is often confronted by
restrictions imposed by the client.
Certain contingencies are perhaps matters of opinion, and simple
inquiry by the auditor might involve consequences prejudicial to
the client. Furthermore, it is not altogether unknown for a
company to refuse an auditor access to the minute book; yet
without a review of this official record of transactions no account
ant can feel complete assurance that he is fully informed of all
the contingent liabilities of the concern under audit. Some
bankers and other clients have expressed the opinion that the
accountant should be held responsible for the valuation and
physical count of inventories. This is a point upon which much
has been written and much said. There are some accountants
who feel that it is the duty of the auditor to assume responsibility
for the taking of inventory, but the great majority of the profes
sion is firmly of the other opinion. Unless an enormous staff
of men familiar with the particular industry under review is
employed it is absolutely impossible for an auditor to verify the
physical count; and when it comes to a question of valuation
there are always intricate and peculiar problems of depreciation
and obsolescence which must be taken into consideration if a true
current value is to be placed upon merchandise. Again, there
may be obstacles in the valuation or even the count of goods in
process due generally to the lack of a comprehensive system of
cost accounts. Of course, if the auditor is one who has been
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engaged for years in the investigation of a company’s affairs
he may be presumed to have pointed out in earlier years the
necessity for an adequate cost system, and if it has not been
installed in accordance with his recommendations the condition
which exists may be attributable to both client and auditor,
the one for his failure to observe the recommendations of his
accountant, the other for continuing the conduct of an audit
when the prerequisites to complete information are wilfully
withheld. A further limitation, at times serious, may arise
because the appointment of the auditor is not made until after
the books have been closed for the period under examination.
This is frequently the case in investigations for bankers, and it
precludes the possibility of making preparations preliminary to
closing to insure the maximum control by the auditor with the
minimum of effort and risk.
Perhaps the greatest of all difficulties
The Chief Difficulties which face the accountant is a restriction
upon the time spent in investigation.
Bankers particularly are blameworthy in demanding a report
upon financial condition of borrowers or potential borrowers
without allowing opportunity for more than the most cursory
survey. Clients, probably with the laudable desire to keep
expenditures at the lowest point, are inclined to limit the account
ant to a mere superficial investigation and to insist upon the
preparation of a report with a rapidity which is incompatible with
thoroughness. This is one of the evils which arises from the long
established and much revered practice of charging for accounting
services on the basis of time consumed. The necessity of re
porting to stockholders prior to the annual meeting, often held
early in the year, and the desire to file income-tax returns with
out asking for extension of time are also common reasons for
placing a limit upon the duration of an audit. Probably the day
will come when this particular condition will pass, but at the pres
ent it is more the rule than the exception to find a time limit which
interferes with full investigation.
It may seem reasonable to say that
when an accountant is prevented by
any of the restrictions which we have
mentioned or by others which will occur to every accountant he
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should refuse to undertake the service which the client desires.
This, however, is a counsel of perfection and in these formative
years of the profession it is rather too much to expect other than
the most strongly established firms of accountants to refuse pro
fessional work which is offered to them, provided, of course, that
no misrepresentation is intended or tolerated and that the results
of investigation are not misused or employed in any way to
mislead any one. The only way which offers itself out of the
combination of difficulties attendant upon restriction of time
and scope is the qualified certificate; but here again there is the
possibility for much misunderstanding. The qualifications of a
certificate should be so clear and full that the most unsophisticated
reader would be put on guard. For example, if the accountant
has not verified the inventories he should make it perfectly plain
in his certificate that he assumes no responsibility whatever for
the inventory quantities or values. If there has not been an
adequate test of receivables or payables the certificate should
say so. It is all very well for the banker or other client to assert
that the accountant has not performed his duties to the best of
his ability, but all concerned—and this includes of course the
public—should give consideration to the circumstances which
surround an audit or investigation of accounts, and with this
knowledge, as reflected in the certificate, the blame for failure to
uncover what might have been found in a thorough search
should not rest on the accountant if any kind of obstruction has
been placed in his way. In those fortunately few cases in which
corporations have found themselves in financial difficulty for
one cause or another which an accountant has failed to discover
prior to the occurrence of disaster, it seems safe to say that in by
far the greater number the error was due to restrictions of time
or scope rather than to any carelessness, negligence or wrong
doing by the accountant. Let us quote again from the bulletin
of the Federal Reserve Board in regard to the form of certificate
as an indication of the care which should be exercised by the
accountant when certifying to the accuracy of the accounts.
The bulletin says:
“The balance-sheet and certificate should be connected with the
accounts in such a way as to ensure that they shall be used only con
jointly. This rule applies also to any report or memorandum containing
any reservations as to the auditor’s responsibility, any qualification as to
the accounts, or any reference to facts materially affecting the financial
position of the concern.
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“The certificate should be as short and concise as possible, consistent
with a correct statement of the facts, and if qualifications are necessary
the auditor must state them in a clear and concise manner.”

What has been said is not intended to excuse carelessness or gross
negligence. What we are trying to say is that it is altogether un
reasonable to expect an accountant to render adequate service to
his clients unless he is given full opportunity. If, however, an
accountant has not been accorded sufficient opportunity to
present an unqualified statement of financial condition, and if he
nevertheless presents such a statement, the blame must rest upon
him. In such circumstances, and under the still more aggravated
conditions in which the accountant has actually been guilty of
negligence, let us consider what action the public, and more
particularly the banking world, may expect of the profession to
which the offender belongs.

The question of the discipline of
members by the American Institute of
Accountants arises whenever an im
portant failure or bankruptcy occurs in the commercial world
and certificates relative to the financial position of the corporation
concerned have been issued by public accountants. When
disaster befalls a corporation of any magnitude it is almost in
evitable that many banks will be affected, and in the majority
of cases there is also a probability that a large number of innocent
investors will suffer. These truths are recognized by every repu
table practising accountant and they were one of the fundamental
reasons for the change of form in the national organization of
accountants from the American Association of Public Account
ants to the American Institute of Accountants. The former was
a body consisting chiefly of members admitted because they were
members of local societies and not in all cases directly amenable
to disciplinary action by the national body. It was felt by the
organization that there must be direct membership if there was
to be direct control of the members. Accordingly, it was written
into the by-laws of the Institute at the beginning that every
member accused of unprofessional conduct or worse should be
summoned before the council sitting as a trial board, and after
an opportunity to be heard in his own defense, if found guilty,
should be subjected to such penalty as might seem to the council
to be merited. The operation of the disciplinary clauses of the
by-laws has been infrequently necessary, but whenever and
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wherever a member or an associate has been accused of wrong
doing or gross negligence in his professional work the power
granted by the by-laws has been fairly and impartially exercised.
Many inquiries are received from bankers and others financially
interested in regard to the procedure and effect of disciplinary
action by the council. Two questions are asked: First, what is
the responsibility of an auditor who fails to detect and report
the true condition of a concern under audit? Second, what will
the Institute do if any of its members are guilty of negligence or
fraud in the certification of a balance-sheet which contains false
entries?
To the first question the answer is
Responsibility of
comparatively simple, if it relates to the
an Auditor
general subject of responsibility. An
auditor must exercise due care and reasonable diligence in his
investigation and must not certify to any statement of whose
accuracy he is not convinced in his own mind after application
of the knowledge acquired by technical study and professional
experience. In issuing a certificate upon which there is any
shadow of uncertainty the certificate as we have said must be
so clearly qualified that it can be readily understood by any
ordinarily intelligent reader. When we come, however, to the
question of the responsibility of the auditor in any specific case
the answer is not so simple. It is necessary then to give con
sideration to the circumstances and restrictions surrounding the
audit. Naturally an accountant can not be held responsible
for financial statements regarding matters which he himself can
not verify, or of which he can not obtain a certificate by
engineers or other independent authorities which he regards as
satisfactory. And in the latter case the accountant should
clearly indicate that his conclusions are in part based upon
evidence produced by others. There are very few legal decisions
which are of any value in an attempt to define the accountant’s
responsibility. The exercise of one’s professional powers ac
companied by absolute integrity and impartiality is all that the
courts so far have seemed to demand.
The answer to the second question—
Procedure when
Charges are Preferred namely, What is the procedure of the
Institute when charges are brought
against members?—is of general interest, and by direction of the
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executive committee of the Institute the following summary
is presented for the information of bankers, brokers, stockholders
and others who have a part in the success and failure of corporate
enterprise:
Turning to the by-laws of the Institute we find that there
is a committee consisting of five members of the council to whom
complaints may be addressed. Article I, section 11, reads as
follows:
“The committee on professional ethics shall have power to hear and
consider any complaint preferred against a member or an associate of the
Institute and it may advise any one applying to it as to whether or not a
submitted action or state of facts warrants a complaint; provided, how
ever, that if the committee finds itself unable to express an opinion it is
not to be taken as an endorsement of the action or state of facts. If,
upon consideration of a complaint, a prima facie case is established show
ing a violation of any by-law or rule of conduct of the Institute or conduct
discreditable to a public accountant, the committee on professional ethics
shall report the matter to the executive committee, which shall arrange a
formal complaint and summon the member or associate involved thereby
to appear in answer at the next regular or special meeting of the council.”

Matters which may constitute a basis of action by the trial board
are set forth in article V, section 2, which reads as follows:
“A member or an associate renders himself liable to expulsion or
suspension by the council sitting as a trial board if (a) he refuses or
neglects to give effect to any decision of the Institute or of the council,
(b) infringes any part of the rules of the Institute, (c) is convicted of a
felony or misdemeanor, (d) is declared by a court of competent juris
diction to have committed any fraud, (e) is held by the council to have
been guilty of an act discreditable to the profession, (f) is declared by
any competent court to be insane or otherwise incompetent, (g) his certifi
cate as a certified public accountant is revoked or withdrawn by the
authority of any state or territory of the United States or of the District
of Columbia, or (h) his certificate as a certified public accountant shall
have been revoked or withdrawn by the authority of any state or territory
of the United States or of the District of Columbia and such revocation or
withdrawal remains in effect.”

In the foregoing section of the by-laws
reference is made to the rules of the
Institute. These consist at present of
eleven general divisions, some of which are chiefly concerned with
the relationship of members to each other. One regulates the
participation of members in legislative efforts, and one inhibits
professional advertising except in a certain limited way. The
other rules are of interest to the business public inasmuch as they
relate to the professional services which an accountant renders
to his client. The following are the more important rules:
The Rules of
Conduct

“(2) The preparation and certification of exhibits, statements, sched
ules or other forms of accountancy work, containing an essential misstate
ment of fact or omission therefrom of such a fact as would amount to an
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essential misstatement or a failure to put prospective investors on notice
in respect of an essential or material fact not specifically shown in the
balance-sheet itself shall be, ipso facto, cause for expulsion or for such
other discipline as the council may impose upon proper presentation of
proof that such misstatement was either wilful or the result of such gross
negligence as to be inexcusable.
“ (3) No member or associate shall allow any person to practise in his
name as a public accountant who is not a member or an associate of the
Institute or in partnership with him or in his employ on a salary.
“ (4) No member or associate shall directly or indirectly allow or agree
to allow a commission, brokerage or other participation by the laity in the
fees or profits of his professional work; nor shall he accept directly or
indirectly from the laity any commission, brokerage or other participation
for professional or commercial business turned over to others as an in
cident of his services to clients.
“ (5) No member or associate shall engage in any business or occupa
tion conjointly with that of a public accountant, which in the opinion of
the executive committee or of the council is incompatible or inconsistent
therewith.
“ (6) No member or associate shall certify to any accounts, exhibits,
statements, schedules or other forms of accountancy work which have not
been verified entirely under the supervision of himself, a member of his
firm, one of his staff, a member or an associate of this Institute or a
member of a similar association of good standing in a foreign country
which has been approved by the council.
“ (10) No member or associate shall render or offer to render pro
fessional service, the fee for which shall be contingent upon his findings
and the results thereof.”

Assume that a complaint has been made
against a member and that it is alleged
that he has been guilty of gross negli
gence in the preparation and certification of financial statements.
The complaint is sent to the chairman of the committee on
professional ethics, who communicates immediately with all the
members of his committee, reporting full details of the case so far
as he has received them and asking that each member give careful
consideration to the points involved. The committee before
reaching its decision almost invariably requests the member
accused to present in an informal way his side of the case. The
committee considers the original evidence and that submitted
by the accused member, and if it then appears that a case is
established showing, prima facie, a violation of any by-law or rule
of conduct, or indicating conduct discreditable to a public ac
countant, a formal report is made to the executive committee.
The latter is required by the by-laws to summon the member
to appear at a meeting of the council to show cause why he should
not be expelled, suspended or otherwise disciplined. Due notice
to the effect that the council at this meeting will sit as a trial
board is sent to every member of the council. The accused is
generally permitted to be represented by counsel if he so desires.

Progress of a
Case
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The provisions of the by-laws relative to the trial of cases are con
tained in article VII and read as follows:
“Section 1. For the purpose of adjudicating charges against members
or associates of the Institute as provided in the foregoing articles the
council shall convene as a trial board.
“Section 2. The executive committee shall instruct the secretary to
send due notice to the parties concerned at least thirty days prior to the
proposed session. After hearing the evidence presented by the committee
on professional ethics or other complainant and by the defense, the
council may by a two-thirds vote of the members present admonish or
suspend for a period of not more than two years the member or associate
against whom complaint is made, or by a three-fourths vote of the mem
bers present the council may expel the member or associate against whom
complaint is made. A statement of the case and the decision of the
council thereon, either with or without the name of the person involved,
shall be prepared by the executive committee and published in The
Journal of Accountancy.
“Section 3. The council sitting as a trial board may recall, rescind or
modify any resolution for expulsion or suspension at a meeting similarly
called and convened by a three-fourths vote of those present at such
subsequent meeting within two years after date of the expulsion or suspen
sion under consideration.”

When the case comes to trial the charges are presented with the
evidence which has been obtained in support or extenuation.
The accused is then given full opportunity for defense. After
hearing the evidence for and against the defendant the council
reaches its decision and there is either exoneration or penalty.
When bankers or others ask what the
Institute would do in any given case the
answer must always take into considera
tion that every case has two sides and that what may appear
at first glance worthy of severe discipline may be found upon
further investigation to be a matter with which the accountant
accused had nothing whatever to do. The natural inclination
of an accountant is to be lenient with his fellow practitioner,
and a member of the Institute who is brought before the council
on charges may confidently expect sympathetic attention to his
defense; but if it appear after hearing accusation and defense
that the accused has been guilty of gross carelessness, wrong
doing or unprofessional conduct, the council does not allow itself
to be influenced by professional sympathies. Judgment is
direct and effective.
And, now, what is the effect upon the
Effect of
accountant who is expelled or suspended
Discipline
from the Institute? That is a difficult
question because it is impossible to follow to its limits the result
Accountant and
Public Protected
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of any action derogatory to a man’s reputation. Termination
of membership in the Institute does not prevent practice of
accountancy. It does not place the accountant on any list of
criminals. It inflicts no definite restriction upon personal
liberty. But it does say to all who take the trouble to investigate
that such and such a man was formerly a member of the national
organization of his profession; that he was accused of wrong-doing
or other offense against the canons of ethics; that his peers, after
hearing his defense, came to the conclusion that he was not
wanted in their fellowship; and by inference therefore it says to
the world: Here is a man who has been cast out by an organization
which expresses the best thought of a profession. It is safe to
assume that no reputable business house would care to engage
the services of a professional man who had been rejected by his
own profession. A small number of clients might be found who
would not regard reputation and integrity as the most important
qualifications of an accountant. There are people who prefer
to employ a shyster lawyer instead of a worthy member of the
bar. In brief, then, expulsion from the Institute is the act of
separating a man from his reputation and therefore from the
best in his profession. The executive committee has authorized
the publication of this explanation of the Institute’s procedure
in the case of complaint against a member. Manifestly, it would
be unfair to prejudge any case. If readers have in mind some
specific instance where they believe there has been carelessness
or worse on the part of an accountant they should remember
that there are two sides to every question, that the Institute
will give full consideration to both sides and that when it is
convinced that accusations are justified the discipline which has
been described will be put into effect.
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Income-tax Department
Edited by Stephen G. Rusk
Quite the most important decision that has been given by the United States
board of tax appeals for some time is contained in a few words in the appeal of
the Guaranty Construction Company, which was decided October third.
The decision reads as follows:

"Surplus at the beginning of any taxable year may not be reduced in
computing invested capital on account of taxes payable within the year
upon the income of the preceding taxable year."
In explanation of its opinion as to this question, the board has set forth,
among other things, the following:
“Income and profits taxes are a current annual expense as much as
taxes imposed by any state or any political subdivision thereof, not in
cluding taxes assessed against any local benefits. The fact that they are
specifically excluded from deductions allowed by the statute in determining
the taxable net income does not in the least change their character. As
annual expenses they constitute for accounting purposes charges against
the earnings of the year in which they become due and payable, and the
payment thereof can have no more effect upon the invested capital of the
year in which the payment is made than would the payment of any other
operating expense.
“ Nor is the rule different in the event that the current earnings available
at the date of payment of the tax or any installment thereof are insufficient
to meet the required payment. By express provisions of the statute, the
earnings of the current year are in no wise reflected in the current year’s
invested capital. It follows that if the expenses at any given date exceed
the income so as to show an operating deficit at that date, invested capital
is not affected.
“Section 326 (d) provides that: The invested capital for any period shall
be the average invested capital for such period . . . and it might be urged
that in the event the tax for any earlier period paid in a later year exceeded
the earnings of that year, the resultant impairment of surplus should be
reflected in invested capital for the year in which such tax became due and
payable. We believe, however, that full effect may be given to the above
quoted section without requiring such construction. Additions to cap
ital resulting from the issuance of additional capital stock for a valuable
consideration, or reductions of capital or surplus, resulting from distribu
tions to stock-holders in excess of earnings, . . . are necessarily to be taken
into consideration as bearing upon invested capital since they affect the
capital actually embarked or left in the enterprise. . . .
“ We conclude that so far as article 845 of regulations 45 and 62, promul
gated by the commissioner, require that such reduction in the invested
capital be made, such regulations are without statutory warrant and are
invalid."

It is trite to remark that if this decision is upheld by the courts, the treasury
department is going to receive a vast number of claims for refund for taxes
erroneously computed, and that a considerable number of millions of dollars
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will eventually be refunded to taxpayers. The remarkable thing about this
matter is that no one heretofore has pursued this question and had the courts
pass upon it.
Since this decision was published we have heard of a considerable number
of astute tax counselors and practitioners who raised the question and
advised their clients as long ago as 1918 to pay their taxes under protest, re
serving the right to have the depths of this question thoroughly sounded.
To those of us who considered that the commissioner’s regulations were an
integral part of the law and who were of the opinion that the federal income and
profits taxes became an enforceable lien upon the property of the taxpayer in
the year in which was earned the income upon which they were computed,
there are some regrets that this ruling was not contested.
It is pertinent to observe that in some states, at least, taxes imposed by the
state or political subdivision thereof are obligations of the year for which they
are assessed, irrespective of the year in which they become due and payable, and
it is customary among accountants to compute and set up as a liability the
portion thereof at the end of the year that has accrued but is not due and
payable until the following year.
It is most unfortunate that this question is in the course of being solved at so
late a date. Invested capital has had no general effect upon taxes since the
year 1921, and the statute of limitations will estop by far the larger number of
taxpayers from obtaining their relief under this new ruling unless some one else
will raise the question as to whether or not taxes assessed on a highly erroneous
assumption by the commissioner can not be refunded regardless of the statute
of limitations.

SUMMARY OF RECENT RULINGS
An unincorporated association which has capital divided into shares repre
sented by certificates transferrable only on the books, which manages its affairs
by directors and executive officers in the form and mode of procedure of a cor
poration, is taxable as a corporation upon its income, notwithstanding that it is
a partnership and that it can not hold title to property; its shareholders are
individually liable and it is not recognized as a legal entity. This result does
not raise any grave question of the constitutionality of the act of 1918. (Su
preme court of the United States; Burk-Waggoner Oil Association v. Hopkins,
collector.)
The loss occasioned to an American company in 1918 through sequestration
by the German government of the assets of its German subsidiary was complete
for that year and was deductible under the statute, and the fact that the tax
payer has a claim which may or may not be paid does not alter the fact that an
actual loss was sustained. (Decision of court of claims, S. S. White Dental
Mfg. Co. of Pennyslvania v. United States.)
A demurrer was sustained in a petition seeking to open up a tax transaction
closed by a compromise between the taxpayer and the commissioner. (Decision
of district court for the southern district of New York, United States v. New
York Life Insurance Company.)
A mining corporation which has paid taxes and indebtedness and borrowed
money to maintain its corporate existence and has exercised only its incidental
power of holding stock of a subsidiary which has paid the capital-stock tax, is
not liable to such tax. (Decision of district court, western district of Pennsyl
vania, The Three Forks Coal Co. v. United States.)
“Most recently accumulated undivided profits or surplus” from which dis
tributions are made under section 31 (b) of the act of 1917, include current
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earnings, and the 1917 rates apply to dividends paid in September and Decem
ber 1917, when the current earnings are sufficient. (Supreme court of the
United States, Edwards, collector, v. Archibald Douglas, et al, executors.)
In determining gain or loss of owner or lessee upon the sale of oil rights, de
pletion sustained or previously allowed for oil extracted may not be subtracted
from the cost price in determining gain or loss in 1917.
Depreciation sustained or previously allowed should not be subtracted from
the cost price in determining gain or loss in 1917.
On properties purchased prior to March 1, 1913, no taxable gain or deducti
ble loss resulted where the selling price in 1917 was less than the March 1, 1913
value thereof, but was greater than the cost. (Decision of the court of claims,
Charles A. Ludy v. United States.)
A waiver of limitations for collection of 1917 taxes executed before the enact
ment of the 1921 statute was continuing and the commissioner’s endorsed
approval after enactment constituted a consent in writing under section 230
(d) thereof.
Taxes paid the United States can not be recovered under section 3220, Revised
Statutes, without showing a valid claim therefor. (Decision of the court of
claims of the United States, Taxaway Mills, a corporation, v. United States.)
Where a taxpayer makes his returns on a cash basis, income constructively
received must be returned. (Opp. of C. W. Gallagher, B. T. A. decision 922,
docket No. 1451.)
An amount written off a creditor’s books in reducing an account receivable to
the estimated value of debtor’s assets is not deductible as a bad debt under the
acts of 1918 and 1921. (Opp. of Quadrica Mfg. Co., B. T. A. decision 928,
docket No. 2814.)
Operating deficits may not be deducted from paid-in capital in determining
the pre-war invested capital for purposes of computing war profits credit.
Operating deficits and low average net income for the pre-war period entitles
a corporation whose function is largely personal service to special assessment
under section 328, act of 1918. (Appeal of Guaranty Construction Co., B. T. A.
decision No. 933, docket Nos. 1828 and 1848.)
Three corporations whose stock was owned by the same persons were held to
be affiliated for fiscal years 1918 and 1919. (Opp. of Canton Bridge Co.,
B. T. A. decision 934, docket Nos. 2638 and 3533.)
Where a corporation owned 83.67 per cent and 63.4 per cent, respectively, of
the stock of two corporations and had power to vote substantial portions of the
remaining shares thereof, all were held affiliated under section 240 of the act of
1918. (Appeal of Baird Machine Co., B. T. A. decision 935, docket 201.)
A “ Massachusetts trust,” owning all but qualifying shares of capital stock of
three affiliated corporations using large amounts of capital in the conduct of
their business, was denied classification as a personal-service corporation. (Opp.
of Superior Service Assn., B. T. A. decision 943, docket 1002.)
The whole debt must have been ascertained to be worthless and charged off
within the taxable year to be an allowable deduction under the act of 1918, and
a partial charge-off in a previous year may not be deducted. (Opp. of Joseph
E Reid estate, B. T. A. decision 944, docket 2547.)

TREASURY RULINGS

(T. D. 3768, November 4, 1925)
Article 1008: Collection of tax by suit

Revenue Acts of 1918 and 1921

Income Tax—Revenue Acts of 1918

and

1921—Decision of Court

1. Suits by the United States—Statute of Limitations.
Section 250 (d) of the revenue act of 1918 was superseded by section 250
(d) of the revenue act of 1921, which extended the time for suit by the
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United States for federal taxes due under the revenue act of 1918 to five
years from the date the return is filed.

2. Dissolved Corporation—Liability for Federal Taxes.
Where a new corporation is organized and acquires all of the outstanding
stock of an existing corporation, taking over all of the assets of the latter
corporation without provision for the payment of federal taxes, the new
corporation is liable in a suit by the United States under the trust-fund doc
trine for taxes due and unpaid by the old corporation to the extent of the
assets acquired.
The following decision of the United States district court for the northern
district of Georgia, in the case of Capps Manufacturing Co., is published for the
information of internal-revenue officers and others concerned.

District Court of the United States for the Northern District of
Georgia. In Equity

The United States v. Capps Manufacturing Co.
[September 9, 1925]
Sibley, J.: 1. The plea of statute of limitations must be overruled. It is
founded upon section 250 (d) of the revenue act of 1918. This, however, was
superseded by section 250 (d) of the revenue act of 1921, which makes the
bar to occur only by a lapse of five years from the date the return is filed, no
limitation, apparently, being provided unless a return is actually filed. Though
the tax liability sought to be asserted here arose under the revenue act of
1918, the matter of limitation affects only the remedy, and could be, as it has
been, altered by congress. This suit was instituted within five years from the
filing of the return by Capps Manufacturing Co., the only return filed, and so
in time.
2. The tax liability asserted is really one against Capps Cotton Mills for
income tax from January 1, 1918, to June 18, 1918, which is sought to be
collected from Capps Manufacturing Co. on the ground that the latter corpora
tion, when organized on June 18, 1918, and being the sole stockholder of Capps
Cotton Mill, took over, as such stockholder, on that date, all the assets of
the latter corporation, without provision for the payment of this tax debt, and
so became liable for it to the extent of the assets so taken.
I find that Capps Cotton Mill was, prior to 1918, a corporation which owed
large debts to the First National Bank of Toccoa, secured by a pledge by
stockholders of all save 15 shares of the capital stock of Capps Cotton Mill.
The bank was in the hands of one Wilson, as receiver, who, under decree of
this court, sold all the assets of said bank, including said debts and stock of
Capps Cotton Mill, to H. H. Dean and others as trustees, who, under a written
agreement, were to raise from the assets purchased sufficient funds to pay
the purchase price for them, and were then to turn the residue over to a cor
poration to be organized, as payment for its capital stock, which was to be
issued to the stockholders of the defunct bank in proportion to their stock
holdings therein. By virtue of the control of the stock Capps Cotton Mill
was operated first by the receiver of the bank and then during 1918 by the
said purchasing trustees, one Dance being elected as its president and being
the actual manager of the manufacturing business. All through the year 1918
this business was conducted in the name of the Capps Cotton Mill and its sepa
rate books continued. Its net profits were paid out as dividends to the trustees,
the holders of the stock, and by them applied to the payment of the purchase
price of the bank’s assets. Dance, the owner of the 15 shares of cotton-mill
stock outstanding, was settled with and his stock eliminated. The new cor
poration, named Capps Manufacturing Co., was organized on June 18,1918, but
the control of Capps Cotton Mill and all the other purchased assets was not
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actually turned over to it by the trustees until January, 1919, after the pur
chase money had been all paid. No conveyance by Capps Cotton M ill of its
physical assets in settlement of the debts and stock held by the trustees and
Capps Manufacturing Co. was ever made, nor was any corporate action taken
by it in the matter. Its assets were informally taken charge of by Capps
Manufacturing Co. and the corporate activity of Capps Cotton Mill dropped
after January 1, 1919. The value of the assets so taken December 31, 1918,
exceeded the debts of Capps Cotton Mill, including the tax liability now as
serted. This appears from the income-tax return of Capps Manufacturing
Co., sheet A 16, entitled “Consolidated balance-sheet for December 31, 1918,”
where the net assets of Capps Cotton Mill, less depreciation, are put at $92,540,
and liabilities, exclusive of capital stock and undivided profits, at $53,283.67,
after elimination of a debt of $43,034 said to be due to the cotton mill by
Capps Manufacturing Co. The margin of value is thus ample to cover this
tax claim. Under these facts, I think the Capps Manufacturing Co. may be
held liable in equity for such tax as should be paid by Capps Cotton Mill.
The operations of Capps Cotton Mill were, as stated, kept for the year 1918
on its separate books, and the results fairly stated in the income-tax return
made by Capps Manufacturing Co. in 1919 for its 1918 business. The cotton
mill was profitable, but losses were sustained by Capps Manufacturing Co. in
other departments of its business almost sufficient to offset the profits. The
return made deducts this loss and tenders payment of tax on the difference
only. The United States has assessed the proportion of profit earned by the
cotton mill prior to June 18, 1918, to it as a separate corporation, and seeks to
recover, in equity, from Capps Manufacturing Co., as recipient of the corporate
assets, as aforesaid. On the facts stated, I conclude that during 1918, while
the trustees and those they represented were the owners and beneficiaries of
the business conducted by Capps Cotton Mill, it was only by virtue of their
control of the vast majority of the capital stock. The corporation was still a
going concern, though loosely conducted. If employees had been injured, their
claims would have been against the corporation, and not its stockholders. If
the business had failed, the creditors could have proceeded only against the
corporation and its separate assets. Having thus taken advantage of cor
porate organization, such burdens as separate corporate taxation must be
borne by the stockholders. No reason appears why its stockholders should be
allowed to confuse this corporate income with their other affairs any more
than other stockholders may. Even after June 18,1918, when Capps Manufac
turing Co. settled for the outstanding 15 shares of stock and became the sole
stockholder, the legal separateness of the two was unaffected. The United
States has given the benefit of grave doubt against itself in making separate
assessment only up to that date. A prorate of the annual profit as shown by
the return was assessed for this period. No other or fairer basis appears in
the evidence. The assessment thus made against Capps Cotton Mill is not
shown to be incorrect (and the presumption is in its favor), unless insufficient
expenses have been deducted. The return sheet A-11 makes a separation of
general expenses between Capps Cotton Mill and Capps Manufacturing Co.,
$15,358 being attributed to the latter and $2,821.37 to the former. By amend
ment of the answer all these items are averred to be chargeable to the cotton
mill, and there is general testimony to that effect. It is, however, not from a
witness who knew it first hand and is not satisfactory. It does seem, though,
that some of the expenses, such as office salaries charged only to Capps Manu
facturing Co., ought to be apportioned. The attorney’s fees, by far the largest
item, seem not to have been occasioned at all by the separate business of the
cotton mill and are properly charged to the other company. If defendant can
supplement its proof as to the proper incidence of the items of expense on sheet
A-11, it has leave to do so by September 20, 1925. In default thereof a decree
may be taken on these findings for the amount sued for.
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(T. D. 3775, November 21, 1925)
Section 402 (c), Regulations 37, Article 22; Regulations 63, Article 17: Nature
and time of transfer.

Estate Tax—Revenue Act of 1918—Decision of Court.

1. Estate Tax—Constitutionality—Retroactivity.

The estate tax levied by the revenue act of 1918 is not a direct tax
but is an excise tax and is constitutional, although section 402 (c) in
cludes in the gross estate transfers made prior to the passage of that
act and the revenue act of 1916.
2. Gross Estate—Transfers.
Where a decedent prior to the revenue act of 1918 conveys personal
property in trust, reserving the income to himself for life, the bene
ficiaries of the trust have only an equitable, not legal, title, and the
value of the trust property should be included in decedent’s gross es
tate, under section 402 (c) of the act.
The following decision of the United States district court for the district of
Colorado, in the case of Mary Dean Reed, as executrix, v. Howbert, collector, is
published for the information of internal-revenue officers and others concerned.
United States District Court, District of Colorado
Mary Dean Reed, as executrix of the last will and testament of Verner Zevola
Reed, deceased, plaintiff, v. F. W. Howbert, United States collector of internal
revenue, for the district of Colorado, defendant.
Memorandum
[October 3,1925]
The plaintiff, Mary Dean Reed, as executrix of the last will and testament
of Verner Z. Reed, deceased, sues the defendant, as collector of internal revenue
for Colorado, to recover an additional federal estate tax assessed against the
estate of the decedent, under what is known as the estate-tax law of 1918
(act of February 24, 1919, 40 stat., 1057). The case is here on the general
demurrer of the plaintiff to the answer, which for this discussion establishes
the following facts: That the said Verner Z. Reed conveyed to a trust com
pany in 1902 certain personal property in trust, the income to be paid to him
during his life, and thereafter the income, and ultimately the principal, to
certain named beneficiaries. Between the date of the creation of the trust and
July 10, 1916 (the date of the first estate-tax law), additional personal prop
erty was added to the trust. The trustee, pursuant to powers granted by the
trust instrument, made changes in the securities, so that at the time of Mr.
Reed’s death some of the investments had never been owned by him.
Verner Z. Reed died April 20, 1919, leaving a large separate estate. The
executors made a tax return to the collector, omitting this trust property.
The commissioner thereupon assessed an additional tax, on the ground that
the securities held in this trust at the date of his death, and valued as of that
date, should be included in his gross estate. The additional tax was paid
under protest, and plaintiff sues to recover the amount, $978,004.24.
The tax imposed by the act is a tax upon the transfer of the net estate of
the decedent. In the instant case we are concerned with part of section 402,
to wit:
“Sec. 402. That the value of the gross estate of the decedent shall be de
termined by including the value at the time of his death of all property, real
or personal, tangible or intangible, wherever situated . . .;
“ (c) To the extent of any interest therein of which the decedent has at
any time made a transfer, or with respect to which he has at any time created
a trust, in contemplation of or intended to take effect in possession or enjoy
ment at or after his death (whether such transfer or trust is made or created before
or after the passage of this act).’’
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The constitutional point raised in this case is that congress can not tax
transfers intended to take effect in possession or enjoyment at or after death,
when the transfers were completed prior to the passage of the taxing act.

I
Preliminary to plaintiff’s main argument it is stated that the constitutional
questions involved may be eliminated by the adoption of a reasonable construc
tion of the statute, and accordingly it is suggested that the act be given only
a limited retroactive effect; that is, to the date when the 1916 act became
effective, to wit, September 9, 1916. The suggestion, if adopted, would avoid
the necessity of passing upon the constitutionality of the act, and take this
trust out from under its provisions.
The section of the 1918 act quoted is are-enactment of the 1916 act, with
the addition of the words, "whether such transfer or trust is made or created
before or after the passage of this act." In Shwab v. Doyle (258 U. S., 529)
(T. D. 3339 [C. B. I-2, 312]) the supreme court held that congress did not
intend this provision of the 1916 act to be retroactive—that is, applicable to
transactions consummated before its passage—but that the re-enactment of
this section in the 1918 act, with the addition of the language above quoted,
was not a construction of the earlier act as retroactive, but the expression of
a new purpose. That when congress passed the latter act it had retroactivity
in mind, and so declared it. The court, therefore, must consider the consti
tutionality of this retroactive feature.
II
It is urged that the tax was imposed upon Mr. Reed’s estate merely because
he exercised one of the attributes of the ownership of property before there
was such a law, and therefore it is a direct tax, and being unapportioned, is
unconstitutional. The arguments marshaled in support of this thesis are
very exhaustive, and unusually interesting, but based on scientific and eco
nomic theories of taxation rather than legal. The supreme court has stated
in many cases that the practical, everyday operation and incidents of taxes are
the tests to be applied when passing upon their constitutionality, and that
scientific and economic arguments such as are advanced here should not be
considered. (Pollock v. Farmers Loan & Trust Co., on rehearing, 158 U. S.,
601; Knowlton v. Moore, 178 U. S., 41 (T. D. 129); and Greiner v. Lewellyn,
258 U. S., 384 (T. D. 3326 [C. B. I-1, 467]). In Knowlton v. Moore, supra, the
court said (pp. 82 and 83):
"These conclusions, however, lend no support to the contention that it was
decided that duties, imposts, and excises, which are not the essential equivalent
of a tax on property generally, real or personal, solely because of its ownership,
must be converted into direct taxes, because it is conceived that it would be
demonstrated by a close analysis that they could not be shifted from the person
upon whom they first fall.
"As a mere abstract, scientific, or economical problem, a particular tax
might possibly be regarded as a direct tax, when as a practical matter pertaining
to the actual operation of the tax it might quite plainly appear to be indirect.
Under such circumstances, and while varying and disputable theories might be
indulged as to the real nature of the tax, a court would not be justified, for the
purpose of invalidating the tax, in placing it in a class different from that to
which its practical results would consign it.”
Further, in New York Trust Co. v. Eisner (256 U. S., 345 (T. D. 3267) ), at
349, in construing the 1916 act, it is said:
"on the practical and historical ground that this kind of tax always has been
regarded as the antithesis of a direct tax; ‘has ever been treated as a duty or
excise, because of the particular occasion which gives rise to its levy.’”
III
The most serious attack made is that the section, in essence, is a tax upon
a past transaction—a completed transfer.
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From the statement of facts it will be observed, and must be conceded, that
when Mr. Reed created this trust in 1902, the transfer was not taxable, as there
was no statute similar to the one in question then in existence or contemplated
by congress. So in all fairness it can not be said that it was an attempt to
avoid the payment of any inheritance or legacy taxes—at least, so far as the
federal government was concerned. It may also be granted that the decedent
made an irrevocable transfer of the legal title of the corpus of the trust to the
trustee, and to that extent, at least, it had ceased to be his property.
It is urged that this transfer was complete and absolute the instant the
trust was created, and that when Mr. Reed died nothing passed from him
to the cestui qui trusts—that the life interest he had simply ceased. Further,
that the beneficiaries owned the property in question before his death, although
they did not come into the enjoyment of it until afterwards.
But let us examine this interesting contention so forcibly advanced, bearing
in mind the language of the Pollock case (157 U. S., 581), that it is the sub
stance and not the form which controls, and also the same case on rehearing
(158 U. S., 601), where the court pointed out that ownership of the products
of the farm and the rents of real estate were important in considering where
the ownership of property lay. Up to the time he created the trust Mr. Reed
was the absolute owner of the securities in question. The transfer to the
trustee, so far as it went, was irrevocable, yet it did not pass as full or com
plete a title as he had. Therefore, if the interest he transferred to the trustee
was less than what he had, a remainder or residuum of the title remained in
him.
It is clear to me that he reserved a considerable interest in the securities.
He retained, to quote again from the Pollock case, “that which gives value to
property,” the beneficial interest. He continued to enjoy the income as before
the transfer. He had a right of action against the trustee for waste, and could
assign or transfer his life interest, in whole or in part, as he might see fit. His
income therefrom was not fixed, but still subject to any fluctuations in the
dividends or interest earned by the securities the same as before the conveyance.
The question is, Did the beneficiaries have as extensive a title the day after
the trust was created as the day after Mr. Reed died? The big thing for
them, and what Mr. Reed desired to give them, was the income. This de
pended absolutely on his death. So, from a practical point of view, it can not
be said that the event of Mr. Reed’s death was of no consequence to them.
At no time did they have the legal title, and not until his death did they get
any benefits. Before his death all taxes levied against this property were
presumably paid by the trustee out of income, and thus borne by Mr. Reed.
It therefore follows that Mr. Reed at the time he created the trust did not
entirely divest himself of the full title to the property in question. The
beneficiaries by that act alone did not get all that he intended them to have
eventually; so the transaction was not fully completed until he died.
But let us assume for the sake of argument that the act does, as alleged, tax a
transfer completed before it was enacted; nevertheless, its constitutionality
is sustained by the weight of authority of the lower courts that have had
occasion to consider it.
In Shukert v. Allen, Collector, (C. C. A., eighth circuit, May 16, 1925, 6F.
(2d), 551; T. D. 3729 [bulletin IV-30, 9]), the court passed on a somewhat
similar state of facts, and under the 1918 act held that while the transfer took
effect immediately, the trust created did not take effect until after the death of
the grantor.
In Mercantile Trust Co. v. Hellmich (unreported) (T. D. 3545 [C. B. III—1,
473]), eastern district of Missouri, a spendthrift trust was created in June,
1912, by the grantor for his own benefit—the remainder to his heirs. The
grantor died in 1920. Judge Faris held that the property which came to one
of the beneficiaries came to her only upon the death of the grantor, and, there
fore, was liable for the tax imposed by subdivision c of section 402, supra.
In Cleveland Trust Co. v. Routzahn, Collector, July 1, 1925, (T. D. 3741
[bulletin IV-33, 17]), Judge Westenhaver, in the northern district of Ohio,
held that the retroactive provisions of the 1918 act did not violate the federal
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constitution. In Shwab v. Doyle (269 Fed., 321 (T. D. 3119)), the sixth circuit
held the corresponding provisions of the 1916 act to be retroactive and ap
plicable to transfers made before it took effect by those who died after, and
constitutional. This case was reversed by the supreme court, but on the other
grounds, as already stated.
Coolidge v. Nichols (district court of Massachusetts) (4 Fed. (2nd), 112),
is relied on by plaintiff, but is not in point. There the grantors, after creating
a trust somewhat similar to the instant case, assigned by a subsequent instru
ment all their interest in the trust fund, including their right to receive the
income therefrom, to the beneficiaries. This would seem to be a recognition of
the fact that the first transfer did not completely divest the grantors of the
estate conveyed. The court naturally, it seems to me, held that the two in
struments taken together constituted a completed transaction. Judge Brew
ster said it was entirely proper to measure the tax in question by the value of
the property transferred by will or by intestate laws, and that it was not
unreasonable to measure the tax also by the value of the property the decedent
had made a disposition of during his lifetime, as it partakes of the nature of a
testamentary disposition, saying:
“Whether the transmission be by will, by intestate laws, or by transfers to
take effect on or after or in contemplation of death, the transmission bears in
each case a reasonable relation to the event of death.”
And added, that after examining all the authorities, he could not say that
congress did not have authority to give retroactive effect to a law providing
an indirect tax.
Lewdlyn v. Frick, United States supreme court, May 11, 1925 (268 U. S.,
238; T. D. 3715 [C. B. IV-1, 322]), is not in point. The court did not con
sider the constitutional question, but simply held that another section, to wit
402(f), did not apply to the proceeds of insurance policies taken out by the
deceased in the name of beneficiaries prior to its passage. The insurance
money was never the property of the decedent, Frick.
The retroactive features of the 1918 act have never been passed upon directly
by the supreme court, but it has considered various features of retroactive
legislation in many cases.
In Shwab v. Doyle, supra, the supreme court discusses subdivision c of both
acts. It says that statutes are not to be construed as applying to cases arising
before their passage, unless that intention is clearly expressed. It quotes with
approval the comment of Story that retroactive laws in principle are unjust,
and that there is an absolute prohibition against them when their purpose is
punitive. In other cases where the question of retroactivity is involved the
court will exact (p. 534)—
“clearness of declaration when burdens are imposed upon completed and
remote transactions, or consequences given to them of which there could have
been no foresight or contemplation when they were designed and consum
mated.”
And (p. 535)—
“There is certainly in it no declaration of retroactivity, ‘clear, strong, and
imperative,’ which is the condition expressed in United States v. Heth (3 Cranch,
398, 413); also United States v. Burr (159 U. S., 78, 82-83). If the absence of
such determining declaration leaves to the statute a double sense, it is the com
mand of the cases that that which rejects retroactive operation must be selected.”
And for this reason alone the 1916 act was not given a retroactive construc
tion. See also Fullerton v. Northern Pacific Ry. Co. (266 U. S., 435).
Brushaber v. Union Pacific R. R. Co. (240 U. S., 1 (T. D. 2290)), held an
income tax was not unconstitutional because it provided for a limited retroactive
operation, and the numerous authorities there cited show that the question had
been before the court many times.
In conclusion, it may be said that the supreme court has refused to give
retroactive effect to statutes only when they are punitive, or do not comply
with the above rule of construction. It will be observed, however, that when
the act in question complies with this requirement they have never been de
clared unconstitutional.
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Admitting that plaintiff has established that the provision of the 1918 act
in question, as it affects the case at bar, is contrary to recognized principles
of taxation and economics, yet a painstaking examination of the authorities,
when examined in the light of the rule that—“Every possible presumption is
in favor of the validity of a statute, and this continues until the contrary is
shown beyond a rational doubt” (Sinking-fund cases, 99 U. S., 700)—forces the
conclusion that the unconstitutionality of the retroactive provision of the 1918
act has not been demonstrated beyond a rational doubt.
The plaintiff’s demurrer to the answer is overruled.
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Examination

in

Accounting Theory and Practice—Part I

November 12, 1925, 1 p.m. to 6 p.m.
The candidate must answer the first four questions and one other question.

No. 2 (II points):
A company which constructed its plant and commenced business in 1920,
operating in a state where a workmen’s compensation law is in effect and with
the following experience of accidents and cost of insurance, desires to set aside
a reserve from its own funds to cover the risk rather than to continue to deal
with insurance companies:
Annual
Compensation
Insurance
payroll
payments
premiums
paid
1920................ $1,500,000
$7,825
$9,000
1921................
1,250,000
9,150
8,750
1922................
1,275,000
6,900
9,000
1923.................
1,290,000
7,150
8,500
1924................
1,300,000
6,500
8,000
$37,525

$6,615,000

$43,250

In addition to the above compensation paid, there are awards payable
weekly, extending as far as three years in advance from December 31, 1924,
on which the insurance companies are liable in an amount of $2,500.
What rate per thousand dollars of payroll would you recommend be used to
calculate the reserve and what accounts would necessarily be opened to record
the new method of providing for the company’s liability under the workmen’s
compensation law?

Solution:
Since the company has adopted the “self-insurance” plan the charges to
expense will be offset by credits to a reserve instead of by credits to cash. The
problem also indicates that a cash fund is desired. The terminology of the
problem is faulty, however, since it mentions the establishment of “ a reserve
from its own funds.” A reserve is an account with a credit balance set up
by a charge to profit and loss or surplus; it is not set up out of cash funds.
A more accurate statement would have been, “ desires to create a reserve by
charges to income and a fund by deposits from cash.”
What should be the amount of the annual charge to income and credit to the
reserve? The payments to the insurance company have averaged $43,250+5,
or $8,650 per annum. But the object of adopting self insurance is to reduce
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the expenses, and as the experience data indicate a total expense over the five
years of $37,525 (cash payments) plus $2,500 (liability), or $40,025, which is an
average of $8,005 per annum, this amount would appear to be the proper one to
use in determining the rate to apply to the payroll in determining the annual
provision.
Using total figures for the five years in order to determine an average rate,
we proceed as follows: $40,025 (total losses, 5 years) ÷$6,615,000 (payroll, 5
years) =6.05%.
I would therefore recommend the establishment of a reserve on the basis of
six per cent of the annual payroll, or one-half of one per cent of the monthly
payroll. The monthly provisions would be made by debiting compensation
insurance and crediting compensation-insurance reserve.
The company might make compensation payments from general cash, as the
creation of a special fund is merely a matter of financial expediency. The only
essential matter from an accounting standpoint is the establishment of a reserve
to receive the credits offsetting the necessary charges to operations for the
expense.
But the company apparently desires to establish a separate fund, and this
could be accomplished by debiting compensation-insurance fund and crediting
cash. As the establishment of such a fund is optional, the company is not
bound to set up the fund at the same rate that it sets up the reserve. That is,
since it is not required from an accounting standpoint to establish a fund at all,
it can not be required from an accounting standpoint to establish a fund by
cash transfers of definite monthly amounts.
When a definite liability is established, the entries will depend on whether
immediate payment is made. If so, debit compensation, insurance reserve and
credit compensation-insurance fund. If, however, the payments are to be
made in instalments, the reserve should be debited with the total amount to be
paid, and an account should be opened with the payee. As payments are
made the payee’s account should be debited and the fund credited. These
payee accounts will show the amounts of definitely established and unpaid
liabilities, and the balance in the reserve will represent the provision for future
losses.
No. 3 (30 points):
The Blank Manufacturing Company’s balance-sheet of April 30, 1925, was
as follows:
Current assets.................................................. $3,127,211.81
Fixed assets......................................................
2,794,952.92
Goodwill and patents.....................................
2,650,000.00
Prepaid charges...............................................
15,937.69
Deficit...............................................................
6,964,385.43
$15,552,487.85
Current liabilities............................................
Accrued taxes, etc.
Capital stock
Preferred, 70,000 shares ($100)
Common, 125,000 shares (nopar value)

$6,174,722.09
104,052.74

7,000,000.00
2,273,713.02

$15,552,487.85
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A reorganization committee suggested the following plan for presentation to
a meeting of stockholders:
A Delaware corporation would be formed to take over certain assets and
assume certain liabilities of the old company as of April 30, 1925, the new
company being capitalized as follows:
First mortgage bonds............................................... $1,112,000.00
“A” capital stock, 16,680 shares of $100 each..........
1,668,000.00
“B” capital stock, 160,000 shares of no par value
These securities would be issued to the old company in full payment of
equity taken over.
The new company would take over the fixed assets at 50 cents on the dollar
and the prepaid charges at book value, also the current assets left after pay
ing sundry creditors in full and the expenses incident to liquidation, and would
assume the liability for accrued taxes, etc.
The principal creditors would take the entire bond issue in payment of 20% .•
of their claim, the entire “A” stock in payment of a further 30% of their
claim and 66,720 shares of “B” stock at a valuation of $5.50 per share in full
payment of the balance due them.
The preferred stockholders would receive share for share in “B” stock at a
valuation of $5.50 per share.
The common stockholders would receive for every 20 shares owned, one
share of “B” stock at a valuation of $5.50 per share.
The remaining shares of “B” stock, which will have a book value of
$112,246.46 on the books of the new company, will be sold by the old company.
to meet liquidation and other expenses amounting to $255,516.13.
The current assets shown include $800,000 cash.
Assuming that the suggestions above made are adopted, prepare journal
entries closing the books of the old company and opening those of the new, the
latter having neither surplus nor deficit. Prepare, also, a balance-sheet of the
new company and make reconcilements in detail between the values of current
assets, current liabilities and capital stocks on the old books with the corre
sponding values on the new.
Solution:
As a convenient point of departure it would seem advisable to determine the
status of the new company, as reflected by its balance-sheet. The new com
pany’s balance-sheet will show:
Fixed assets—50% of $2,794,952.92, or...................................
$1,397,476.46
Current assets—amount not stated..........................................
?
Prepaid charges.............................................................
5,937.69
Total...............................................................................

First mortgage bonds...................................................................
“ A ” capital stock.........................................................................
“B” capital stock—no par value—amount not definitely
stated..........................................................................................

Total...............................................................................

?
$1,112,000.00
1,668,000.00
?

?

In order to complete the balance-sheet it is necessary to know the amount of
the current assets in order to determine the value of the no-par class “ B ” stock;
or, if this information is not known, it is necessary to determine the valuation
placed on the class “B ” stock, insert this value on the liability side of the bal
ance-sheet, and assume that the current assets taken over were sufficient to
bring the balance-sheet into balance. Which procedure shall be followed:
determine the current assets taken over and thus establish the valuation of the
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“B” stock, or work from the “B” stock value to the current assets? The
amount of the current assets taken over does not appear to be stated, nor can it
be definitely ascertained, except by working from the basis of a valuation of the
“B ” stock. For while the current assets of the old company are known, and
while the amount paid to sundry creditors can be ascertained, there is no in
formation as to the amount received by the old company from the sale of class
“B ” stock; hence there is no information as to the amount of cash remaining
after payment of expenses and sundry liabilities. Therefore the total amount of
current assets transferred to the new company is not known.
This throws us back on the necessity of working from the basis of a valuation
of the class “ B ” stock. But here the interpretation of the problem is doubtful.
The problem gives the following information in regard to this stock:
66,720 shares taken by principal creditors of the old company,
at $5.50 per share...............................................
$366,960.00
70,000 shares taken by preferred stockholders of the old com
pany, at $5.50 per share....................................
385,000.00
6,250 shares taken by common stockholders of the old com
pany at $5.50 per share........................................
34,375.00
17,030 remaining shares which will have a book value on the
books of the new company of...........................
112,246.46
160,000............................................... Total......................................

$898,581.46

But the difficulty here is that it does not follow, merely because the creditors
and stockholders of the old company took the stock at $5.50 per share, that
this was the value at which the new company issued the stock to the old com
pany in payment of assets taken over. The old company may have made
either a profit or a loss on the disposition of the stock. In fact, the book value
of $112,246.46 for the “remaining” 17,030 shares would seem to establish a
value of slightly more than $6.59 per share for the “B” stock, and since all of
the “ B ” stock was issued to the old company in payment for its net assets it is
difficult to see how some of it could have a value of $5.50 per share on the new
company’s books, and some of it a value of $6.59 + per share. All stock of the
same class must certainly have the same book value. This would be true even
if different sales were made at different prices, as the book value of the stock
issued at the lower price would be automatically increased by the sale of other
stock of the same class at a higher price.
We shall therefore work from the hypothesis that the book value, $112,246.46,
of 17,030 shares of “B” stock fixes the value of all of the “B” stock at the
same rate of $6.59 + per share, and determine the total book value of “B”
stock as follows:
Value on books
Eventual disposition
Shares
of new company
17,030
Sold by old company.........................
$ 112,246.46
Given to principal creditors..............
66,720
439,758.30
Given to preferred stockholders. . . .
70,000
461,377.11
Given to common stockholders........
6,250
41,194.38

160,000

Total
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On the basis of the foregoing valuation of “B ’’ stock, the amount of current
assets taken over by the new company can be determined as follows:
Securities issued by new company:
First mortgage bonds..................................... $1,112,000.00
“A” capital stock...........................................
1,668,000.00
“B” capital stock...........................................
1,054,576.25
Liabilities assumed.............................................
104,052.74

Total.....................................................
Fixed assets..........................................................
Prepaid charges...................................................

$3,938,628.99
$1,397,476.46
15,937.69

Total.....................................................

1,413,414.15

Remainder—current assets taken over...........

$2,525,214.84

With the valuations of the “B” stock and the current assets taken over thus
established, the entries to open the books of the new company and its initial
balance-sheet can be prepared.
Journal entries to open the books of
The Blank Manufacturing Company of Delaware,
April 30, 1925
Blank Manufacturing Company......................
$3,834,576.25
$1,112,000.00
First mortgage bonds payable..................
1,668,000.00
Class “A” capital stock............................
1,054,576.25
Class “B” capital stock.............................
To record the issue to the Blank Manufac
turing Company of the following described
securities in exchange for certain assets
detailed in the following entry, to be ac
quired subject to liabilities:
Bonds—par value............... $1,112,000.00
“A” stock—16,680 shares
of $100 par value
each...........................
1,668,000.00
“B” stock—160,000 shares
of no par value,
valued at remainder
of net assets acquired
1,054,576.25
See minutes, page—; also contracts dated—
and—.
Cash......................................................................
198,003.03
Other current assets............................................
2,327,211.81
Fixed assets............ ............................................
1,397,476.46
Prepaid charges...................................................
15,937.69
104,052.74
Accrued taxes, etc.......................................
3,834,576.25
Blank Manufacturing Company...............
To record the acquisition of assets and the
assumption of liabilities of B. M. Co., in ac
cordance with contracts referred to above.
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Blank Manufacturing Company
Balance-sheet, April 30, 1925

Assets
Cash................................................................................
Other current assets......................................................
Fixed assets....................................................................
Prepaid charges.............................................................

$198,003.03
2,327,211.81
1,397,476.46
15,937.69

$3,938,628.99

Liabilities
Accrued taxes, etc..........................................................
First mortgage bonds payable.....................................
Class “A” capital stock.............................................
Class “B” capital stock...............................................

$104,052.74
1,112,000.00
1,668,000.00
1,054,576.25

$3,938,628.99
We can now turn to the old company, and determine the entries to close the
books. These entries will involve the writing off of losses on assets, the liquida
tion of liabilities, the determination of any nominal gains on the settlements,
the payment of liquidating expenses, the transfer of assets and liabilities to the
new company, and the distribution of stock of the new company among the
stockholders of the old.
As to losses, there is clearly a loss of 20 per cent of the fixed assets, and the
goodwill and patents are to be written off entirely.
As to the payment of liabilities, it appears that the principal creditors are to
be paid in bonds and stock. But what is the amount of the claims to be thus
paid? It is stated that the principal creditors accept the bonds of $1,112,000
par value in payment of 20 per cent of their claims. Then $1,112,000 ÷. 20 =
$5,560,000. This amount may be checked from the statement that they
accept the entire “A” stock in payment of a further 30 per cent. And $1,668,000 ÷ .30=$5,560,000. Cash payments are apparently made to the remaining
creditors, in the amount of $6,174,722.09 (total current liabilities) —$5,560,000,
or $614,722.09.
But the principal creditors are not paid in full, since they waive a portion of
their claims. The amount waived is determined as follows:
Total liabilities to principal creditors........................
Deduct:
Bonds......................................................................
$1,112,000
Class “A” stock........................................................
1,668,000
Class “ B ” stock—66,720 shares at $5.50.............
366,960

$5,560,000

Total payments.............................................

3,146,960

Balance waived.....................................

$2,413,040.
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The next question is the amount of profit or loss on the disposal by the old
company of the class “B” stock. The loss on stock disposed of to creditors
and stockholders of the old company is computed as follows:

Book value
(as computed
above)
Shares
Principal creditors............
Preferred stockholders ...
Common stockholders . .

Value
at $5.50
per share

Loss

66,720 $439,758.30 $366,960.00
385,000.00
70,000 461,377.11
34,375.00
41,194.38
6,250

$72,798.30
76,377.11
6,819.38

142,970 $942,329.79 $786,335.00 $155,994.79
Total.................
There remains to be determined the amount received by the old company
from the sale of 17,030 shares of “B ” stock and the profit or loss on such sale:

Cash requirements:
Liquidation and other expenses....................
Payments to sundry creditors.......................
Cash transferred to new company:
Total current assets transferred............... $2,525,214.84
Current assets of old company less $800,000 cash................................................
2,327,211.81

198,003.03

Total cash requirements....................
Cash, per problem...........................................

$1,068,241.25
800,000.00

Funds obtained from sale of 17,030 shares of
“B” stock................................................
Less cost of stock to new company.............

$268,241.25
112,246.46

Profit on sale...............................

$255,516.13
614,722.09

$155,994.79

This profit seems unreasonable, but it appears to be forced upon us unless we
wish to assume that two shares of the same class of stock can have different
book values.
With this information we can prepare the following working papers required
by the problem reconciling the balance-sheet of the old company with the
balance-sheet of the new company.
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T otal .........................................

Common ...................................................................
Securities of new company:
Bonds payable .........................................................
Class “ A ” stock ......................................................
Class “ B ” stock ......................................................

Others .......................................................................
Accrued taxes ...........................................................................
Capital stock—old company:
Preferred ...................................................................

Current liabilities:
Principal creditors ..................................................

Liabilities

T otal .........................................

Class “ B ” stock received ......................................................

$15,552,487.85

2,273,713.02

7,000,000.00

614,722.09
104,052.74

$5,560,000.00

$15,552,487.85

6,964,385.43

Deficit .......................................................................................

Bonds of new company received by old ..............................
Class "A ” stock received ......................................................

$800,000.00
2,327,211.81
2,794,952.92
2,650,000.00
15,937.69

Cash ..........................................................................................
Other current assets ................................................................
Fixed assets ..............................................................................
Goodwill and patents .............................................................
Prepaid charges .......................................................................

Assets

$24,010,239.99

385,000.00
6,615,000.00
34,375.00
2,239,338.02

2,413,040.00
1,112,000.00
1,668,000.00
366,960.00
614,722.09

1,397,476.46
2,650,000.00
255,516.13
72,798.30
76,377.11
6,819.38
1,112,000.00
1,668,000.00
112,246.46
439,758.30
461,377.11
,
41,194.38

P

M
N
O

J
L

I

D
H

G
G
G
G

E
F

M
O

J

B
C

A

$268,241.25 K

O

M

H
I
K
J

P

N

D

K

$24,010,239.99

1,112,000.00 E
1,668,000.00 F
1,054,576.25 G

1,112,000.00
1,668,000.00
112,246.46
439,758.30
461,377.11
41,194.38

2,413,040.00
155,994.79
6,615,000.00
2,239,338.02

1,397,476.46 A
2,650,000.00 B

'$255,516.13 C
614,722.09 L

Reconcilement of balance-sheet of old company
with balance-sheet of new company
Per books
of old company
Adjustments

$3,938,628.99

1,112,000.00
1,668,000.00
1,054,576.25

$104,052.74

$3,938,628.99

15,937.69

$198,003.03
2,327,211.81
1,397,476.46

Per books
new company

Students' Department

The Journal of Accountancy
The following journal entries explain the entries in the foregoing working
papers and meet the requirements of the problem for journal entries closing
the books of the old company:
(A) Deficit........................................................ $1,397,476.46
$1,397,476.46
Fixed assets.......................................
To write down the fixed assets to fifty
per cent of their book value, the price
at which they are to be transferred to
the new company.
2,650,000.00
(B) Deficit........................................................
2,650,000.00
Goodwill and patents......................
To eliminate the latter-named account
from the books.
255,516.13
(C) Deficit........................................................
255,516.13
Cash...................................................
To record the payment of liquidating
expenses.
2,413,040.00
(D) Principal creditors...................................
2,413,040.00
Deficit................................................
To reduce the liabilities to principal
creditors by the amount of the liabili
ties waived.
1,112,000.00
(E) Bonds of Blank Manufacturing Company
Blank Manufacturing Company,
1,112,000.00
vendee...............................
To credit the B. M. Co. with bonds
received.
(F) “A” stock of Blank Manufacturing
1,668,000.00
Company...............................................
Blank Manufacturing Company,
1,668,000.00
vendee...................................
To credit the B. M. Co. with “A”
stock received.
(G) “B” stock of Blank Manufacturing
Company...............................................
1,054,576.25
Blank Manufacturing Company,
1,054,576.25
vendee.......................................
To credit the B. M. Co. with 160,000
shares of no-par “B” stock received.
(This stock is entered in the working
papers in four accounts so as to ac
count for the losses and gain on its
disposal.)
1,112,000.00
(H) Principal creditors...................................
Bonds of Blank Manufacturing
1,112,000.00
Company..............................
To record the transfer of the above
amount of bonds at par value to prin
cipal creditors in payment of 50% of
their claims.
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Principal creditors................................... $1,668,000.00
“A” stock of Blank Manufacturing
Company.......................................
$1,668,000.00
To record the transfer of all the "A”
stock to principal creditors in payment
of 30% of their claims.
Principal creditors...................................
366,960.00
(J)
Deficit........................................................
72,798.30
“B ” stock of Blank Manufacturing
439,758.30
Company...................................
To transfer to the creditors at $5.50
per share 66,720 shares of “B” stock
taken from the new company at a val
uation of $439,758.30
268,241.25
(K) Cash...........................................................
“B” stock of Blank Manufacturing
Company.......................................
112,246.46
155,994.79
Deficit................................................
To record the sale of 17,030 shares of
“B” stock.
614,722.09
(L) Other current liabilities...........................
Cash...................................................
614,722.09
To record the payment of miscellane
ous debts.
(The following entries are not lettered in the working papers; they indicate
the assets and liabilities transferred to the new company, as shown in the final
column of the working papers.)
Blank Manufacturing Company, vendee $3,938,628.99
Cash...................................................
$198,003.03
2,327,211.81
Other current assets........................
1,397,476.46
Fixed assets......................................
15,937.69
Prepaid charges................................
To record the transfer of our assets to
the new Blank Manufacturing Com
pany, (reference to minutes, con
tracts, etc.)
Accrued taxes, etc....................................
104,052.74
Blank Manufacturing Company,
104,052.74
vendee.......................................
To record the assumption of our
unpaid liabilities by the new company.
(M-N) Capital stock—preferred......................
7,000,000.00
(M)
“ B ” stock of Blank Manufacturing
385,000.00
Company.......................................
(N)
Deficit.................................................
6,615,000.00
To record the distribution of 70,000
shares of “B” stock to preferred
stockholders at $5.50 per share.

(I)
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(0-P) Capital stock—common.......................
$2,273,713.02
(O)
“ B ” stock of Blank Manufacturing
Company.......................................
$34,375.00
(P)
Deficit................................................
2,239,338.02
To record the distribution of 6,250
shares of “ B ” stock to common stock
holders at $5.50 per share.
While we believe that the foregoing is the correct solution in view of the
statement in the problem that 17,030 shares of “ B ” stock had a book value of
$112,246.46 on the books of the new company, and in view of the fact that all
stock of the same class must certainly have the same book value per share, we
are inclined to believe that this is not the solution expected by the examiners.
It is not logical that the stock should have been issued to the old company at
$6.59+ per share; that some of this stock should have been transferred to
creditors and stockholders at $5.50 per share; and that the remainder of the
stock should have brought a price in the market of over twice the amount at
which it was issued by the new company to the old company.
In view of these facts we are inclined to believe that the examiners did not
really mean that the 17,030 shares had a book value of $112,246.46 on the books
of the new company, but rather that the new company determined its total
valuation of no-par “B” stock on the basis of the values at which the old
company disposed of it. On this assumption the problem would be solved as
follows:
Valuation of “B” stock on books of new company, at total
amount at which the stock was disposed of by old company:
66,720 shares to creditors at $5.50 per share......................
$366,960.00
70,000 shares to preferred stockholders at $5.50..............
385,000.00
6,250 shares to common stockholders at $5.50..............
34,375.00
17,030 shares to public for cash...........................................
112,246.46
160,000 shares at a total valuation of...................................

$898,581.46

Current assets taken over by new company:
Securities issued:
Bonds............................................................
“A” stock....................................................
“B” stock....................................................
Liabilities assumed.........................................

$1,112,000.00
1,668,000.00
898,581.46
104,052.74

$3,782,634.20

Fixed assets acquired.....................................
Prepaid charges...............................................

$1,397,476.46
15,937.69

1,413,414.15

Current assets acquired..................................

$2,369,220.05

The price realized from sale of “ B ” stock, as assumed above, was $112,246.46.
Hence there was no profit or loss on the sale.
Following are the journal entries to open the books of the new company on
the basis of the foregoing assumptions, and the initial balance-sheet of the new
company.
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Journal entries to open the books of
the Blank Manufacturing Company of Delaware, April 30, 1925
Blank Manufacturing Company......................
First mortgage bonds payable..............
Class “A” capital stock........................
Class “ B ” capital stock........................
To record the issue to the Blank Manufac
turing Company of the following described
securities in exchange for certain assets de
tailed in the following entry, to be acquired
subject to liabilities.
Bonds—par value............... $1,112,000.00
“A” stock—16,680 shares of
$100 par value, each
“B” stock—no par value:
142,970 shares at $5.50..
17,030 shares at $5.50..
Total “ B ” stock....

$3,678,581.46

$1,112,000.00
1,668,000.00
898,581.46

$786,335.00
112,246.46
$898,581.46

See minutes, page—; also contracts dated
—and—, with B. M. Co., and creditors
thereof.
Cash......................................................................
42,008.24
Other current assets..........................................
2,327,211.81
Fixed assets..........................................................
1,397,476.46
Prepaid charges...................................................
15,937.69
Accrued taxes, etc..................................
104,052.74
Blank Manufacturing Company..........
3,678,581.46
To record acquisition of assets and as
sumption of liabilities of B. M. Co. in accord
ance with contracts referred to above.
The amount of cash shown in the foregoing entry is accounted for as
follows:
Cash—old company........................................
800,000.00
Amount realized from sale of “B” stock ..
112,246.46
Total.....................................................
Liabilities paid in cash...................................
Liquidation and other expenses...................

912,246.46

$614,722.09
255,516.13

870,238.22
Total.....................................................

Remainder....................................
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Blank Manufacturing Company

Balance-sheet, April 30, 1925
Assets
Cash..................................................................................................
Other current assets.......................................................................
Fixed assets......................................................................................
Prepaid charges...............................................................................

$42,008.24
2,327,211.81
1,397,476.46
15,937.69

Total.................................................................................

$3,782,634.20

Liabilities
Accrued taxes, etc...........................................................................
First mortgage bonds payable.......................................................
Class “A” capital stock, 16,680 shares of $100.00 par value each
Class “B” capital stock, 160,000 shares of no par value.........
Total.................................................................................

$104,052.74
1,112,000.00
898,581.46
1,668,000.00
$3,782,634.20

Following are the working papers and journal entries based on this interpre
tation of the problem.
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6,964,385.43

Deficit...............................................................

67
7,000,000.00
2,273,713.02

614,722.09
104,052.74

$5,560,000.00

$15,552,487.85
Total .........................................

“ B ” sto c k .......................................

“ A ” sto c k .......................................

Other creditors ................................................
Accrued taxes ...................................................
Capital stock —old company:
Preferred ..........................................
Common ....................................... . ..
Securities of new company:
Bonds ................................................

Liabilities
Principal creditors ..........................................

T otal ...................................
$15,552,487.85
.

“ B ” stock of new company ..........................

Bonds of new company ..................................
“ A ” stock of new company ..........................

Prepaid charges...............................................

$800,000.00
2,327,211.81
2,794,952.92
2,650,000.00
15,937.69

Assets

C ash .............................. ...................................
Other current assets .......................................
Fixed assets ......................................................
Goodwill and patents .....................................

of old
company

Per books

L

J

D

H
I

G
G
G
G

E
F

C

B

A

$23,542,255.62

7,000,000.00 M
2,273,713.02 N

2,413,040.00
1,112,000.00
1,668,000.00
366,960.00
614,722.09

1,397,476.46
2,650,000.00
255,516.13
1,112,000.00
1,668,000.00
366,960.00
385,000.00
34,375.00
112,246.46

Dr.
$112,246.46 K

C r.

K

N

M

J

I

H

D
M

$23,542,255.62

1,112,000.00 E
1,668,000.00 F
898,581.46 G

2,413,040.00
6,615,000.00
2,239,338.02
1,112,000.00
1,668,000.00
366,960.00
385,000.00
34,375.00
112,246.46

1,397,476.46 A
2,650,000.00 B

$255,516.13 C
614,722.09 L

Adjustments

Reconcilement of balance-sheet of old company
with balance-sheet of new company

$3,782,634.20

1,112,000.00
1,668,000.00
898,581.46

$104,052.74

$3,782,634.20

15,937.69

$42,008.24
2,327,211.81
1,397,476.46

of new
company

Per books
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Journal entries closing the books of the old company:

(A)

(B)

(C)

(D)

(E)

(F)

(G)

(H)

(I)

$1,397,476.46
Deficit.......................................................
$1,397,476.46
Fixed assets......................................
To write down the fixed assets to fifty
per cent of their book value, the price
at which they are to be transferred to
the new company.
2,650,000.00
Deficit........................................................
2,650,000.00
Goodwill and patents......................
To eliminate the latter-named account
from the books.
255,516.13
Deficit........................................................
255,516.13
Cash...................................................
To record the payment of liquidating
expenses.
2,413,040.00
Principal creditors...................................
2,413,040.00
Deficit................................................
To reduce the liabilities to principal
creditors by the amount of the liabili
ties waived.
Bonds of Blank Manufacturing Company 1,112,000.00
1,112,000.00
Blank Manufacturing Company...
To credit the B. M. Co. with bonds
received.
"A” stock of Blank Manufacturing
1,668,000.00
Company.......................................
1,668,000.00
Blank Manufacturing Company..
To credit the B. M. Co. with “A"
stock received.
“B” stock of Blank Manufacturing
898,581.46
Company.......................................
898,581.46
Blank Manufacturing Company ..
To credit the B. M. Co. with 160,000
shares of no-par “B ” stock received.
1,112,000.00
Principal creditors...................................
Bonds of Blank Manufacturing
1,112,000.00
Company.......................................
To record the transfer of the above
amount of bonds at par value to prin
cipal creditors in payment of 50% of
their claims.
1,668,000.00
Principal creditors...................................
“A” stock of Blank Manufacturing
1,668,000.00
Company...................................
To record the transfer at par value of
all of the “A” stock to principal credi
tors in payment of 30% of their claims.
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$366,960.00
Principal creditors....................................
“B ” stock of Blank Manufacturing
Company..................................
To transfer to the creditors at $5.50
per share 66,720 shares of “B ” stock.
112,246.46
(K) Cash...........................................................
“ B ” stock of Blank Manufacturing
Company...................................
To record sale for cash of “B” stock
at value at which it was received from
the new company.
614,722.09
(L) Other current liabilities..........................
Cash.......................................................
To record the payment of miscellane
ous debts.
Blank Manufacturing Company...........
3,678,581.46
104,052.74
Accrued taxes...........................................
Cash...................................................
Other current assets........................
Fixed assets.......................................
Prepaid charges................................
To record the transfer of our assets to,
and the assumption of our liabilities
by, the new Blank Manufacturing
Company.
7,000,000.00
(M) Capital stock—preferred........................
“B ” stock of Blank Manufacturing
Company...................................
Deficit................................................
To record the distribution of 70,000
shares of “B” stock to preferred
stockholders at $5.50 per share.
2,273,713.02
(N) Capital stock—common.........................
“B ” stock of Blank Manufacturing
Company...................................
Deficit................................................
To record the distribution of 6,250
shares of “ B ” stock to common stock
holders at $5.50 per share.

(J)
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$366,960.00

112,246.46

614,722.09

42,008.24
2,327,211.81
1,397,476.46
15,937.69

385,000.00
6,615,000.00

34,375.00
2,239,338.02

Book Reviews
APPLIED BUSINESS FINANCE, by Edmond Earle Lincoln, A. W. Shaw
Company, Chicago. 772 plus xx pages.

This volume has just appeared in its third revised edition. As compared
with the second edition, published early in 1923, the extent of the revision does
not appear to be very great, and the substance of the volume is in the main the
same as that in the earlier edition.
The scope of the work is very broad, even when the title is taken into consid
eration. The author gives very little indication of the class of readers to whom
the book is addressed, and a study of the book itself leaves one somewhat in
doubt upon this point. The impression received is that not only is the scope of
the book too broad, but that it perhaps attempts to reach too many classes of
readers. This latter thought arises from the fact that the presentation of the
subject matter is not quite as dignified as one would expect were the volume ad
dressed solely to students. One feels that a student who took the book too
seriously might start his practical career with the idea that business men on the
whole were a rather poor lot, tremendously in need of the guidance conveyed in
somewhat generalized terms in the present volume. The attitude of a student
after reading the book would be far less apt to be that of the humble seeker
after knowledge, than of a somewhat disillusioned and supercilious superman,
whose mission it was to set things right.
The book perhaps suffers a little from having first been written after the de
bacle of 1920 and 1921. It has thus assumed a pessimistic attitude towards
business in general, and subsequent revisions have not lifted the tone to the
somewhat brighter hues of the present day.
The book is a rather unusual combination of data and tables of a statistical
character, appealing particularly to the student of business economics, and of
dogmatic and sometimes pugnacious expressions of opinion regarding business
activities generally. These two features do not harmonize very well. The
discussion of business methods is a trifle too journalistic in type. Some
passages leave one with the impression that Mr. Lincoln is seeking rather to
start an argument than to express in a form readily assimilable by students
thoughtfully considered observations of educational value.
As an illustration of this, a chapter of twenty-five pages is devoted to a dis
cussion of trade acceptances. The trade acceptance is a well recognized in
strument for doing business which can be defined and explained to the student.
Mr. Lincoln, however, believes that there has been an excessive amount of
propaganda in favor of the adoption of the trade acceptance by commercial
undertakings. He therefore feels that it is necessary to meet this with counter
propaganda, in which the scientific method of presentation is almost entirely
lacking.
The reference to the budget, to which a whole section of about one and a half
pages is devoted in the chapter headed “Administration of earnings,” is also
rather in the nature of a slur cast upon a very important instrument of business
administration, and upon the men who have devoted so much effort to familiar
izing business men with its use and value. To say, as Mr. Lincoln does, that
“budgeting as applied to business administration means simply the application
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of sound common sense in industrial affairs,” may be expressing a substantial
truth. It is not, however, a very illuminating definition for a student, and the
specific information regarding budgets and budgeting is extremely meagre. In
the chapter on purchasing and finance, it is true, Mr. Lincoln does intimate in a
negative way that a proper scheme of budgeting makes it possible definitely to
plan the needs of the business and to coordinate the activities of the various
departments.
Mr. Lincoln has a chapter devoted to financial aspects of selling goods, in
which he appears to take the obvious journalistic point of view that distribu
tion costs are too high. Paul Mazur has performed a useful service in the
Harvard Business Review for October, in pointing out that criticism of present
costs of distribution may not be justified unless it can be shown that they can be
reduced without an ultimate increase in actual costs to the consumer.
It is perhaps unfair to criticise details in a work of this kind, which admittedly
covers so much ground. It does, however, seem that the student might expect
to be given some explanation of the Seven-Sisters Act, which is referred to, but of
which no details are given. It is an important omission in speaking of combina
tions and holding companies to make no reference to the Clayton act. It also
appears unfortunate in a volume issued in 1925 to use a table of comparative
franchise taxes taken from Conyngton’s Corporate Organization and Manage
ment, published in 1918. No reference appears to be made, in relation with
this, to the franchise tax in New York state based upon the income of corpora
tions. The lapse of time has also brought about a very marked change, amount
ing in some instances to an almost complete reversal of form, in the perform
ances of certain of the companies cited as examples. It is a little curious to see
Marshall Field & Co. referred to simply as a department store and to be told
that F. W. Woolworth & Co. were a partnership prior to 1912; but these are
inaccuracies of a very minor character.
A somewhat disturbing feature in reading the book is the author’s very fre
quent use of the inverted comma for many words used in their accepted and well
recognized sense. The purpose of this does not seem to be very clear, but taken
in conjunction with the very frequent use of the exclamation mark, it increases
the feeling one has in reading the book that Mr. Lincoln writes a little as though
he were the George Bernard Shaw of business administration.
H. C. Freeman.
PRINCIPLES OF CORPORATION FINANCE, by Harold L. Reed.
Houghton, Mifflin Company, Boston, 1925. 412 pp.

A somewhat critical examination of this volume causes the reviewer to con
clude that it is a book which should interest the general reader on financial and
accounting subjects as well as provide knowledge for aspiring students. The
observations to be made concerning the book are, in the main, commendatory
in character. Its worst fault lies in the fact that it is spotted occasionally with
“high-brow” language which tends to annoy the general reader, particularly if
he has not had the advantages of association with modem economists, who
have a phraseology of their own. The average reader is likely to work fairly
hard before he gets much sense out of such titles as, “ Criteria of successful fore
thought.”
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Having said the worst, the fact remains that the author has produced a
volume in which the subject is logically developed, the ideas are good, and the
exposition generally is clear. The plan follows the economic life of a typical busi
ness enterprise, tracing through the stages of organization, operation, expan
sion, failure, and reorganization. This, obviously, is the same old story, but it
is told by the author with a good deal of crispness and with particular considera
tion of current conditions in their relation to enterprise. Reiterating what the
reviewer has repeatedly said on the subject of books dealing with corporation
finance, this book would serve admirably the purpose of anyone concerned with
laying a firm foundation for an understanding of accounting. Further, it con
tains an excellent chapter on the interpretation of an income statement,
notwithstanding the fact that the discussion deals with the income statements
of railroads.
A parting word of praise which may be said in behalf of the book is that it is
concise as well as comprehensive. Conciseness is an important consideration
to the general reader.
John R. Wildman.

COST ACCOUNTING, by W. B. Lawrence.
Cloth, 528 pp.

Prentice-Hall, Inc., New York.

A man does not become an orator by reading books on public speaking;
neither does he become a cost accountant by studying books on cost account
ing. Mr. Lawrence’s claims for his book are very modest. There is no sug
gestion that those who read it will, upon turning over the last page, automati
cally become cost experts. All that he says is that it is intended “as a course in
cost accounting and as a reference for cost accountants in manufacturing enter
prises.”
Many men have written less and claimed more. For a clear explanation of
the various kinds of cost systems and the way in which each is operated, Mr.
Lawrence’s book is far ahead of anything yet published. It is a revelation to
observe how discussions of the most difficult points have been made easily ap
prehensible by the use of familiar, every-day expressions and the avoidance of
hyper-technical terms. Being an accountant, Mr. Lawrence naturally takes
the attitude that cost accounting is a function of accounting rather than of en
gineering or management, although he admits that the work of the cost account
ant touches the fields of industrial engineering and management. Emphasis is
therefore placed upon accounting theory and practice, with only secondary con
sideration given to the economic and managerial aspects of the subject. The
major portion of the volume is given over to the discussion of specific-order cost
accounting and the methods by which the various factors of material, labor and
expense are applied to the product manufactured. Numerous charts and jour
nal entries help to clarify the discussion.
Reviews of technical books are usually dry reading. I sometimes think that
a reviewer of such books should follow the practice of reviewers of fiction, that
is, to outline the plot, lead up to the climax, and then, when interest is most
acute, make the disappointing statement that the outcome may be learned by
reading the book. This plan could be used in speaking of Mr. Lawrence’s chap
ter entitled “ Interest on investments.” He has given both sides of the argu
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ment in great detail and with such impartiality that it is impossible to foretell
on which side he will array himself. The final statement of his opinion is, there
fore, more eagerly read—but for this I refer you to the book.
Of particular interest to accountants are the chapters in the latter part of the
book on estimating cost systems, establishment and uses of standard costs, and
some legal phases of cost accounting. The last-named deals principally with
opinions and rulings by various governmental bodies with reference to the es
tablishment of cost systems by trade associations and the issuance of cost data
to the members thereof. A summary of the various decisions is stated as
follows:
“The collection and publication of cost data by trade associations seems
within their legal rights provided,
(a) The information is collected and published in such manner that the
data of individual concerns can not be known to competitors;
(b) Such publicity is given to the published information as to render it
available to those without the industry who may be interested in it;
(c) No uniform rate of profit or other medium for the translation of costs
into uniform selling prices is furnished;
(d) The composite cost data are published in such manner as to be a
guide to conditions and an incentive to individual action as opposed to
collective action.”

At the end of the book there are included seventy-nine pages containing
questions bearing on the text and exercises covering the practical application of
the principles and procedure discussed. No answers are given to either.
It is a pleasure to commend this book to readers interested in cost accounting.
W. B. Franke.

FINANCIAL HANDBOOK, edited by R. H. Montgomery. The Ronald
Press Company, New York. 1,749 pp.
In a manual of this nature consisting of 1,749 closely printed pages, it goes
without saying that an immense volume of well selected material following
generally accepted views is presented, which it is both impossible and un
necessary to review or criticize. The plan, scope and general arrangement
therefore become the distinguishing characteristics. It is possible that the
title Financial Handbook is either not sufficiently descriptive or gives a some
what limited idea of the scope of the work. It is not, as one might be led to
believe from the title, a book on corporation finance, although this subject is
covered. It is rather a manual for financial officers, and the bulk of the work
deals with internal problems of finance and control rather than with external
features of financing.
A bird’s-eye view of the arrangement and plan may be gathered from the
general subjects covered which are, briefly: business economics, capital struc
ture, statements and accounts, control of operations (budgets, inventories,
cash, purchasing), credits, transportation, business law, banking, federal taxes
and regulation, foreign trade and investment of surplus funds.
While it is obvious that many of these subjects can not be treated fully, a
good general view of each based on recognized practice or authority is given.
Although it would hardly take the place of a financial library, I think anyone
charged with responsibility for the finances of a company would either find the
answers to his questions in this manual, or find it a valuable and suggestive
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starting point for further investigation. The list of special contributors is long
and worthy of respect, and there are few who would use this book to whom the
name of the principal editor is not familiar.
Maurice E. Peloubet.
AN ORIGINAL TRANSLATION OF THE TREATISE ON DOUBLE
ENTRY BOOKKEEPING BY FRATER LUCAS PACIOLI. Trans
lated for the Institute of Bookkeepers, Limited, by Pietro Crivelli.
London, The Institute of Bookkeepers, Ltd. 1924.

Continuing interest in the history of bookkeeping is shown by the appearance
of a second English translation of Pacioli’s, De Computes et Scripturis, a trans
lation that is at least semi-official as it was made for, and published by, the
Institute of Bookkeepers of London. This edition is in one respect less satis
factory than the one put out ten years ago by Geijsbeek in that it does not give
a facsimile of the original text; but on the other hand it has a most attractive
feature, the reproduction of Barbari’s portrait of Pacioli and his patron, Duke
Urbino.
Mr. Crivelli adheres, in his translation, somewhat more closely to the text
than did Geijsbeek, who purposely allowed himself considerable freedom,
thinking thereby to make Pacioli’s point of view more understandable even
though his actual words were not exactly rendered. Perhaps as a result the
new translation lacks somewhat in fluency of style. Unfortunately there are
also occasional slips in rendering some of the passages. In a very few instances
these amount even to rather serious errors.
But translating Pacioli is indeed a difficult task. It has in this case been so
well done that one can easily comprehend the system laid down in this first
printed text on bookkeeping. Many, therefore, will indeed be grateful both to
the translator for his labor and to the Institute of Bookkeepers for making this
classic available in inexpensive form.
Henry Rand Hatfield.
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